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Address of Welcome
BY FRANK AHLFORTH
President of the Illinois Society
of Certified Public Accountants
he Illinois Society of Certified Public Accountants is proud to be your

T

host on this occasion—the fifty-fifth annual meeting of the American
Institute of Accountants.
There has probably never been a time in the history of the Institute when
accountants have needed the opportunity for discussion with each other as
much as they need it today.
Our problems have grown tremendously since our meeting a year ago—
since our entry into the war. We hope that answers to many of our problems
will be found in the papers and discussions in the sessions of this meeting.
We regret the elimination of the usual entertainment program, but we
believe you will agree with us that it would not have been an appropriate
part of this kind of meeting in these times.
We welcome you to Chicago and trust that you will find profit in the
discussions of this meeting; that you will find comfort in the facilities pro
vided for the meeting; that you will avail yourselves of the opportunities
for relaxation and entertainment provided by our city; and, most of all,
we hope that you will return to us in a happier and not too far distant day.

I

Accounting Problems in Price Control
by

Herbert f. Taggart, Washington, D. C.

Director of Accounting Division, Office of Price Administra
tion; member, American Institute of Accountants
efore I discuss the accounting

the bubble is not very realistic, when the
problems of price control, I should actual character of inflation is exam
like to discuss price control itself, ined. The blowing up of the bubble pro
and particularly its relation to the prob

ceeds
evenly and steadily. Pressures
lem of inflation. In a number of recent within the outer covering are rapidly
public utterances President Roosevelt equalized, and all parts of the shell re
has cast some aspersions on the term main equidistant from the center. In
“inflation,” insisting that it is a cloudy, deed, if inflation proceeded in this man
difficult expression which nobody under ner, and if the ultimate collapse were
stands. He prefers to talk about the rise not inevitable, inflation would not be a
in the cost of living, which everybody phenomenon of such terrifying aspect.
understands, especially the housewife, The psychology of inflation is optimis
who has to make the family income tic; many of its symptoms are exhila
stretch over increased costs of food, rating. However, both of these “if’s” are
big ones, and both are contrary to fact.
clothing, and shelter.
Actually, inflation proceeds by fits
Although I can sympathize with the
President’s point of view, especially and starts. It bulges different parts of
when it comes to selling a program to the economy at different times. It de
the general public, I think it would be velops pressure points here and vacu
unfortunate entirely to abandon the ums there. It benefits some parts of the
term “inflation.” Although I should industrial structure, while ruining
agree that the writings of economists on others. Parenthetically, out of this char
the nature, causes, and effects of infla acteristic of inflation come many of
tion, and on the cures and preventives O.P.A.’s accounting problems. Wages,
of inflation, are not calculated to in salaries, rents, and prices of different
crease the common man’s understand classes of commodities feel the effects at
ing of the term, I am still fond enough different times. Lags and squeezes are
of the word to want to retain it in our characteristic and distressing. For ex
ample, bondholders and schoolteachers
vocabulary.
“Inflation” is a picturesque word. It are likely to suffer from a shrinkage of
calls up images of things expanding, the purchasing power of their fixed in
particularly rather impermanent things, comes, while producers and sellers of
such as bubbles and balloons. It is also goods tend to benefit by their more
a dynamic word, full of action, and, al rapid adjustment to the new state of
though the bursting of the bubble or the affairs. If a toy balloon is a proper simile
balloon is not strictly a part of inflation, for the inflationary process, it must be
this inevitable result of inflation is so the variety which represents a man, or
much a part of most people’s thinking some other irregularly shaped object or
about the subject that the ultimate col creature, whose successful inflation is,
lapse is almost always a part of the de for all but the expert balloon salesman,
scription of inflation.
a well nigh insoluble problem in pneu
It should be noted that the simile of matics.
1
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ury has instituted war-bond-and-stampselling campaigns, the War Labor Board
has adopted a wage-stabilization for
mula, and Congress has wrestled with a
tax bill. It can hardly be claimed that
any of the measures taken to date has
been wholly satisfactory, and two items,
the control of farm prices and of wages,
have been so glaringly ineffective that
the President found it necessary that
special action should be taken with
regard to them, as outlined in his Labor
Day address.
Although it is true that stabilization
of farm prices and wages is a necessary
adjunct to the control of prices in gen
eral, it is equally true that the other
measures mentioned must play an im
portant part. Heavy taxation, savings,
and limitation of credit are needed to
narrow the inflationary gap—to ease the
upward pressure placed on prices by un
ruly excess purchasing power. Rationing
is necessary to assure equity in the dis
tribution of scarce and necessary com
modities—to make sure that the limited
supplies go to those who need them
rather than to those who merely have
the money to buy them. The very stories
which are current of the violations of
rationing are proof of the need for this
measure. The fact that in such-and-such
a place, by seeing so-and-so, and by pay
ing the requisite amount of excess price,
you can get all the tires or gasoline or
typewriters you want is proof enough of
what the situation would have been if
the rationing regulations had never been
issued. If there were no violations, the
need for the regulation would be in seri
ous doubt.
Having located price control in its
proper place as one, but only one, of the
requirements for halting inflation, it is
possible to inquire into the mechanisms
which have been adopted for price
control purposes. You are familiar to
some extent with the maximum price
regulations, of which some 225 have
been issued, in addition to the General
Maximum Price Regulation. The 225

There are those, of course, who recognize this characteristic of inflation all
too clearly, and, knowing that it bene
fits their particular interests, and not
having a lively sense of responsibility
for the welfare of their fellow men, they
favor inflation, and do what they can to
foster it. Either they don’t believe in
the ultimate collapse, or they are of the
opinion that they will be spared its ill
effects. In the latter belief they may not
be far from right. The use of economic
life nets has become a familiar sight in
recent years. However, it is necessary to
remember that somebody must furnish
the materials and labor from which such
nets are made, and somebody must be
there to hold the net. We can’t all jump
at once.
In order to avoid further entangle
ment in this morass of mixed meta
phors, I shall proceed to consider the
remedies and preventives for infla
tion. I have seen no better statement of
the measures required for the preven
tion of inflation than that contained in
the President’s message of April 27,
1942. At that time he recommended
seven steps which should be taken.
These steps involved control of prices of
farm products and other commodities
and of rents, stabilization of wages, the
imposition of heavier taxes, the promo
tion of savings by purchases of War
Bonds, the limitation of credit, and the
rationing of commodities which are both
necessary and scarce.
All these steps have evident useful
ness in the battle against inflation. It is
equally evident that no one of them,
without the others, could accomplish
much. Since April 27th some activity
has taken place on all these fronts. The
Office of Price Administration has
issued the General Maximum Price
Regulation and many specific price
regulations; it has established rent con
trols for the great majority of the popu
lation, and has expanded its rationing
program. The Federal Reserve Board
has issued credit regulations, the Treas
2
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are, for the most part, specific regula
tions, covering particular commodities
or commodity groups. The General
Maximum Price Regulation covers all
commodities and services not com
pletely exempted or covered by specific
regulations. Rents are controlled by
means of declarations of defense rental
areas in each of which rents are frozen
as of some specific date.
For purposes of this occasion the price
and rent regulations may be classified
into three categories, in terms of their
price-setting provisions. The majority
of the specific regulations provide dol
lar-and-cents prices for the commodities
which they govern. The most ambitious
of these is No. 118, covering cotton prod
ucts, which contains several thousand
specific prices of individual fabric sizes
and constructions.
The second variety of regulation
adopts the freezing technique. That is,
without specifying dollars-and-cents
prices or, frequently, particular commod
ities, the regulation adopts prices as
they actually existed as of a given date
or during a given period. This is the
method uniformly adopted for the rent
regulations. Ordinarily the individual
seller’s own prices become the maxi
mum prices, so that every seller has his
own individual ceiling. This is the prin
cipal pricing method under the General
Maximum Price Regulation, and the
feature of individual ceilings has been
emphasized in the publicity attendant
upon the G.M.P.R., so that the house
wife would not accuse Storekeeper A of
chiseling because he legally charges a
higher price than Storekeeper B. The
freeze continues to be the basic pricing
method at retail for both goods and
services.
The third pricing method is the for
mula. Formulae are of all degrees of
complexity. The first, and perhaps the
simplest, was that contained in the first
price schedule issued—that for used
machine tools. That schedule required
the application of the proper one of a
3

list of specified percentages to the new
list price of a given machine tool in
order to determine the current maxi
mum price of the used tool. More recent
regulations have contained more elabo
rate formulae. Something like forty
regulations can properly be described as
primarily of the formula type. Many
others, including the General Maximum
Price Regulation, contain formulae as
part of the prescribed pricing methods.
These categories of regulations merge
and combine with one another in such a
way as to make exact classification im
possible. Frequently, too, one succeeds
the other. For example, Maximum Price
Regulation No. 118, previously cited as
the most ambitious dollars-and-cents
regulation, started out as a freeze. It
was a slightly peculiar freeze, however,
in that it adopted weighted average
prices during the base period instead of
the sellers’ highest prices, which is the
more usual provision. Similarly this
regulation is now a peculiar dollarsand-cents regulation in that most of the
prices are specified prices for individual
manufacturers rather than uniform
prices for an entire industry. Many
regulations use specific prices or a freeze
as the principal pricing method, supple
mented by a formula for certain classes
of commodities or for new products. For
example, No. 149 freezes the prices of
standard mechanical rubber goods and
supplies a formula for custom-made
products.
For obvious reasons, the accounting
problems involved in specific price regu
lations are neither numerous nor diffi
cult. Accounting studies have been
made in connection with the issuance
of most of these schedules, especially in
those cases where they have succeeded
a freeze or a formula. The purpose of
such studies is to insure that the prices
fixed are equitable—specifically, that
they have some reasonable relationship
to costs of production and that the in
dustry generally can be expected to ad
here to them without undue hardship.

Wartime Accounting

The industrial accountant’s principal
interest in these regulations is in seeing
to it that they are complied with, both
by his own employer and by his com
pany’s suppliers. The industrial ac
countant (and by this term I mean all
accountants privately employed by
producers and distributors of goods) can
be extremely useful in making these
relatively simple checks on compliance.
Freezing regulations afford a good
deal more work to the industrial ac
countant than they do to the account
ing division of O.P.A. Ordinarily, no
accounting investigation precedes the
issuance of this variety of regulation. It
is assumed that, for the most part, a
seller’s prices have been of his own mak
ing and that no particular hardship can
result from continuing them in force.
The industrial accountant, however,
must ascertain what the prices were in
the base period or on the base date and
make a record of them and, usually, file
a report with O.P.A. showing what they
were. Frequently this involves a good
deal of delving into records of past
periods and a considerable amount of
mechanical work in preparing lists for
posting and reporting.
Formula regulations take on a dis
tinctly accounting aspect. They are
usually couched in terms of costs and
margins, and frequently assume the
keeping of fairly elaborate cost records
and the normal use of scientific pricing
methods. Regulation No. 178, covering
women’s fur garments, is a good ex
ample of a formula regulation which is
applicable at both manufacturing and
distributive levels. The manufacturer’s
price of a given garment is the sum of
its direct costs and the percentage mar
gin over direct costs realized on sales of
similar garments delivered during June,
July, and August, 1941. Wholesalers
add to the cost of the garment to them
the initial percentage markup over cost
during the months of June, July, and
August, 1941. The retail formula is the
same as that of the wholesalers, except

that the base period is July to Decem
ber, inclusive. Alternative formulae are
provided for cases in which the basic
formulae cannot be applied and, as is
true of all formula regulations, permis
sion is granted to apply to O.P.A. for a
pricing method when none of the for
mulae will work.
Evidently, in establishing a formula
regulation, it is incumbent upon O.P.A.
to make sure that the formula fits the
trade usages and operating techniques
of the particular industry, that it pro
duces an equitable result to the seller
without containing the germ of infla
tionary increases, and that its language
is sufficiently definite to produce only
one result when applied to a given set of
facts. It is not necessary, on the other
hand, that it conform to the actual pric
ing method of all, or any substantial
part of the members of an industry.
Certain O.P.A. formula regulations have
been criticized for not being realistic,
because, it is said, nobody actually
prices that way. In answer to this criti
cism two or three things must be kept in
mind. In the first place, it must frankly
be recognized that price control is regi
mentation and must be implemented
by uniformly applicable rules. In the
second place, the rules must be as con
crete and objective as possible, in order
to arrive at a determinable result.
Actual pricing methods follow no rules
and are frequently based on nothing
more objective than the seller’s hunch.
Finally, it must be observed that O.P.A.
regulations establish only maximum
prices, and the seller’s own pricing
method is entirely legal and proper, as
long as it does not produce prices in ex
cess of those ascertained by the formula.
The fact that O.P.A. regulations deal
with maxima and do not fix rigid prices
cannot be emphasized too much.
You have all read the story of the
patriotic father of twelve children who
came into town and bought 70 pounds
of sugar on coupon No. 8. “I can’t afford
this,” he said, “and we don’t need the
4

Accounting Problems in Price Control
Records must be searched and compu
tations must be made which have not
formerly been customary. This is one of
the prices which must be paid to avoid
the evils of inflation. The accountants
on the O.P.A. staff must be prepared to
advise members of the affected indus
tries as to the application of the for
mulae; they must be able to test the
actual application to determine com
pliance; and must make such studies
and reports as will indicate what the
effects of the formulae have been.
I have discussed the three major
types of pricing methods in the descend
ing order of their general desirability.
Obviously, the specific dollars-andcents regulation has most to recommend
it from the standpoints of clarity and
administrability. Both buyer and seller
know at a glance whether or not the
regulation is being complied with, and
O.P.A. officials are in an almost equally
fortunate position. The principal dis
advantage of this type of schedule is the
amount of careful work which must pre
cede its issuance. O.P.A. must be very
sure what commodities and services are
being priced and how the prices will
affect the industry. We must be in a posi
tion to defend the regulation as being
generally fair and equitable.
The principal advantage of the freeze
regulation lies in the fact that it can be
imposed without any large amount of
advance preparation. On a number of
occasions O.P.A. has avowedly adopted
the freeze technique as a stopgap, to
stifle an incipient upsurge in prices,
pending the formulation of a permanent
regulation. The freeze has also the ad
vantage of being, at least to begin with,
fair to all affected, since the prices es
tablished by each seller become his own
individual ceilings. This advantage, of
course, is by no means as apparent when
the freeze date is substantially earlier
than the issuance of the regulation. The
chief reason for the issuance of freeze
regulations in permanent form is that
they appear to be the most feasible de-

sugar, but if it will help win the war, I
want to do my part.” You probably
have not heard about the laundry to
which an overly sympathetic O.P.A.
regional office granted an excessive price
increase. On putting the new prices into
effect, this laundry found its trade un
dergoing a severe shrinkage, and it has
hastened to retract and go back part
way, at least, to its former level of
prices.
Certain formula schedules have at
tempted to conform as far as possible to
the sellers’ own varied practices. For
example, No. 136, covering machines
and parts, provides for the application
of “the price-determining method which
was in use on October 1, 1941, applying
the overhead rate, machine-hour rates,
if any, or other bases of computation
which were in use on that date.” Re
cently we have been sending accountants
out to check up on these individual pric
ing methods. They have brought back
much interesting information, and some
indications that this particular regula
tion is not unduly restrictive, at least in
cases where the seller’s October 1st for
mula was fairly liberal. One formula is
as follows:
(1) Material at October 1, 1941, actual
cost plus 5% for material handling
cost;
(2) 15% of material and material
handling cost (item 1) for defective
material, spoilage, price increases,
etc.;
(3) Labor at estimated or actual hours
at October 1, 1941, wage rate;
(4) Factory and general overhead at
200% of labor cost;
(5) 10% of labor and overhead (items
3 and 4) for estimated overtime
cost;
(6) 20% of labor, overhead, and over
time cost (items 3 to 5 inclusive) for
general contingencies;
(7) Markup of 40% of total cost (items
1 to 6, inclusive).

To the industrial accountant the for
mula regulation may well mean a con
siderable burden of additional work.
5
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vice for handling situations in which the
commodities or services are of an un
known variety and complexity, where
no conceivable amount of research
would suffice to make a dollars-andcents regulation possible. This situation
was obvious in connection with the
General Maximum Price Regulation
which covered manufacturers, whole
salers, retailers, and service enterprises
furnishing an unknown number and
variety of commodities and services.
The same condition obtains to a lesser
degree in other cases where the freeze
technique has been used.
The formula regulation is appropriate
only for cases in which products are
made to order, or are new to the par
ticular seller, or were not sold in the
chosen base period, or where, for some
other reason, the dollars-and-cents or
freeze regulation is not applicable. A
formula is often supplied in conjunction
with one of the other types of regulation
to take care of commodities or services
not otherwise accounted for. The dis
advantages of the formula type of regu
lation are easily understood. Its ad
ministrability stands easily at the bot
tom of the list.
Recognizing the frailties of the less
specific types of regulation, we have ex
pended much effort in the development
of dollars-and-cents regulations, or the
closest possible approaches thereto.
No. 118, previously described, is a case
in point. At the time of issuance, a
freeze seemed to be the only possible
form. However, after a great many
man hours of research and computing,
specific prices have been largely sub
stituted for the freeze. Similarly, since
the issuance of the freeze-and-formula
General Maximum Price Regulation,
nearly a hundred regulations have been
issued, the chief purpose of which has
been to approach as closely as possible
the goal of specific or definitely ascer
tainable prices.
In addition to the pricing methods,
certain other provisions of many of the
6

regulations importantly affect the ac
countant. These are chiefly the rec
ord-keeping, reporting, and disclosure
provisions. Nearly all regulations re
quire certain records to be kept and re
ports to be made. These vary widely in
elaboration and burden on the respond
ents. Freeze regulations require records
to be made of what the prices as of the
base date were, and frequently require
reports of such prices to be prepared
and submitted to O.P.A. Formula regu
lations often require records to be kept
in such a way that the applications of
the formula can be checked, and in some
cases each separate application of the
formula must be reported to O.P.A.
Many regulations of all kinds require
the keeping of records of individual
transactions, in order that compliance
may be ascertained. A considerable
number of regulations, including the
General Maximum Price Regulation,
require disclosures to customers, in
cluding the furnishing of sales slips or
invoices and other means of identifying
transactions. Some of the formula regu
lations require the seller to disclose to
the buyer details of the application of
the formula. In addition to reports on
prices, other types of reports are re
quired by many of the regulations. One
regulation, No. 67, covering new ma
chine tools, requires the submission of
balance-sheets and profit-and-loss state
ments.
Beyond the reports required by par
ticular regulations, as some of you are
aware, the O.P.A. has conducted many
studies of prices, production, costs,
profits, and many other matters, and
we have a comprehensive financial re
porting program which is intended to
get balance-sheets and profit-and-loss
data from more than 20,000 corpora
tions four times a year. In addition, all
petitions for relief or special treatment
and all protests of the regulations re
quire the submission of substantiating
information. The burden of all these
requirements falls principally on the

Accounting Problems in Price Control

accounting staffs of the companies.
Some portion is frequently carried by
the public auditors, especially the re
quirements for financial data.
There can be no honest difference of
opinion about O.P.A’s need for substan
tial quantities of information. Charged
by Congress with the tremendous task
of administering economic controls
more widespread than ever before at
tempted, we have no choice but to seek
the information necessary to carry out
our job. And the only place to get most
of it is directly from original sources.
That means the buyers and sellers of
commodities and services. There can be
and has been honest argument about
both the kinds and the quantity of in
formation, and there has been much of
this kind of discussion within the Office
itself. As many of you probably know,
the Bureau of the Budget passes on
every report form which issues from any
governmental agency, and these forms
have to survive an exceedingly careful
scrutiny to make sure that they are
necessary and that they are so devised
as to obtain the desired information in
the most economical way. The Bureau
of the Budget is in process of establish
ing a system of approval numbers
which, after January 1, 1943, must ap
pear on all report forms, and without
which businessmen can with impunity
ignore any questionnaire.
Within O.P.A. we have our own little
“bureau of the budget” which does for
us what the Bureau is supposed to do
for the government as a whole. That this
organization in O.P.A. is doing a good
job is well attested by the fact that it is
without any competition as the unpopu
larity champion of the Office. You may
be assured, therefore, that the question
naires and report forms which emanate
from O.P.A. are not the impulsive brain
children of economists with time hang
ing heavy on their hands. They are
seriously intended to solve specific
problems, and they have passed through
at least two fires of critical examina

tion by unbiased and not too gullible
experts.
One question in the minds of a great
many people is, What is O.P.A’s atti
tude toward costs and profits? Perhaps
that is really two questions, but the at
titude toward costs is so bound up with
the attitude toward profits that the two
can hardly be completely separated.
O.P.A’s concept of costs is a fairly
simple one—even to the point of being
naive. We take costs pretty much as we
find them, and as our “clients” present
them to us. We have few fixed ideas as
to what should and what should not be
included in cost or how costs should be
computed. On the other hand, we try
not to carry naiveté to an extreme.
When an official of a small company
who, before 1941, never received any
salary, is credited on the books (not
paid) with $25,000 during that year, we
go so far as to make inquiry as to why
his services have suddenly become so
valuable. When a company’s advertis
ing appropriation increases more than
300 per cent in a single year, and inquiry
discloses that the cause is a trade pro
motional program on a product which
can’t be made any more, we are not
particularly inclined to raise prices to
cover increased advertising costs. When
a company whose rate of operations has
doubled or trebled continues to use the
same old burden rates, we are likely to
suggest that the unit costs thus arrived
at are a little high. We don’t accept the
repayment of indebtedness as a cost, or
taxes based on net income, or the re
coupment of losses of past years, or the
charges made to establish vaguely desig
nated reserves for dimly foreseen con
tingencies. Speaking of reserves, we
were more than a little surprised to dis
cover that one company with a halfmillion-dollar inventory had a reserve
for inventory decline of $800,000.
Our definition of cost is the business
man’s definition, and is necessarily
adaptable to the degree of accuracy
which can be obtained from existing
7
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risen 40 per cent, but labor costs have
increased only 20 per cent, and total
unit cost has actually declined. On the
other hand, we have in our files the case
of a company whose wage rates had not
advanced at all during the period under
investigation, and yet whose labor cost
per unit of product had increased more
than 30 per cent.
It is only natural that we are more
concerned with direct costs than with
indirect costs, and with out-of-pocket
costs than with those which involve no
immediate expenditure. Our primary
concern with direct costs is based on two
chief considerations: one, that these
costs are usually more significant in
amount than the others and, two, that
there is less room for argument about
their allocation to products and there
fore the amounts involved. Frequently,
of course, the direct labor and material
costs of a particular product can be as
certained with a sufficient degree of pre
cision without any cost accounting sys
tem whatever. An acceptable allocation
of indirect costs, on the other hand, re
quires something, at least, in the way
of a cost system. Wherever we find a
respectable cost system in operation, we
gladly take the figures provided. We
have few preconceived ideas as to how
costs should be allocated, and seldom
try to tell anyone that his cost methods
are unacceptable. However, it should be
realized that decisions as to price ac
tions are not likely to be based so ex
clusively on cost considerations that
precise methods of allocation would
make any difference.
If we did have any preconceived no
tions about the requirements of a good
cost accounting system, we should have
long since had them knocked out by our
actual experiences. One of my assistants
came back from one of his trips with a
scornful story about cost records kept
on loose scraps of paper in the pigeon
holes of an old-fashioned roll-top desk.
He was amazed to find that the com
pany paid good money to an account

records. For government contracts, we
are pretty well satisfied with the defini
tion of costs contained in the little green
pamphlet issued by the Government
Printing Office and familiar to all ac
countants who have anything to do with
cost-plus-fixed-fee contracts. In fact, the
general principles of cost finding set
forth in that green book would go a long
way toward fitting most of the costing
problems we contend with.
On frequent occasions the O.P.A. has
been asked to accept the thesis that
wage-rate and material price increases
automatically mean corresponding unit
cost increases in finished product. Cer
tainly no one could deny that such in
creases in cost factors are important
evidence, but they are hardly conclu
sive. The only conclusive evidence is
actual operating experience. In normal
times, of course, wage-rate increases and
material price increases do not neces
sarily result in increased product costs
and, even if they do, the final result is
not necessarily increased prices. If wage
rates go up, measures are taken to in
crease the efficiency of labor, or to cut
down on its use. If material prices go
up, attention is given to the use of sub
stitutes, or to cutting down on waste
and spoilage. If labor and material costs
go Up, attempts are made to economize
on other costs. If total cost increases, it
may nevertheless be impossible for
trade or competitive reasons to increase
prices.
It must be granted that some of the
expedients for meeting wage and ma
terial increases are not available under
current conditions. Nevertheless, it
should hardly be conceded that man
agerial ingenuity is dead. Witness the
ingenious devices for getting around
price and credit controls and priorities,
if you want any evidence on that point.
Our own cost investigations are ample
to make us a bit reluctant to make too
ready concessions as to anticipated cost
increases. We have seen, for example,
an industry in which wage rates have
8

Accounting Problems in Price Control

so that it can reasonably be asked to
absorb some cost increases and thus
make a contribution to the fight against
inflation? The answer to this question
obviously requires some standard of
profits. To date no rigid standard has
been developed, and it is to be doubted
if one ever will be. Industry is too com
plex, economic conditions are too varied,
and the factors to be taken into ac
count are too numerous to permit any
rigid formula to be followed. Most par
ticularly, there has been no thought at
any time that it was desirable to reduce
profits to any dead level, such as six per
cent on investment.
The Emergency Price Control Act
directs the Administrator to take ac
count of “general increases and de
creases in profits,” but wisely establishes
no precise standards for doing so. Em
phasis on “increases and decreases”
implies some comparison with prior
periods, but the prior periods are not
specified, and we have not attempted to
supply the lack in any definitive way.
In many cases we compare current profits
with those of the four years 1936-1939,
making due allowances for increases or
decreases in investment. Frequently,
however, comparisons take in longer or
shorter periods, and in no case are de
cisions based exclusively on profit con
siderations or on the idea that we can
predict costs and profits with any degree
of precision.
In spite of the lack of a precise profit
standard, many cases arise in which we
are sure that profits are excessive. After
the imposition of one ceiling a company
came in with a petition for permission to
continue to charge its previous prices,
which were higher than the ceiling. In
vestigation brought out these facts: The
company was capitalized at $75,000.
As of December 31, 1940, its net worth
was $125,000. During 1941 it made
$3,500,000 of sales and realized a net
profit of $550,000 before taxes, but after
paying $315,000 in salaries to three
company officers. And the most profit

ant who could not devise a scheme any
better than that. On his next trip he
visited a plant in the same industry
which had the most modem record
keeping system imaginable, complete
with all attachments. Its unit-product
costs were within small fractional per
centages of being the same as he had
found in the first company.
I should not like to convey the im
pression that even the most clearly
proved direct unit cost increases will
automatically lead to the granting of
higher maximum prices. A number of
exceptions should be noted. One is the
case in which a company or an industry
can readily afford to absorb increases. I
shall discuss this in connection with
profits. Another is a material cost in
crease based on illegally high purchase
prices. For obvious reasons the O.P.A.
limits its consideration of material costs
to those which reflect purchase prices
no higher than those set by our regula
tions. A third case is illustrated by the
provisions of Maximum Price Regula
tion No. 178, which bars consideration
of wage-rate increases incurred after
April 27,1942. That was the date of the
President’s message on inflation, which
put everyone on notice that wages must
be stabilized.
Still another example of refusal to
recognize direct-cost increases is the
case in which a company, before the im
position of price ceilings, paid specula
tively excessive prices for commodities
with the expectation of being able to re
sell at equally speculative increases. In
effect, the company was betting that
the O.P.A. would not establish ceilings
in the particular commodity; and it lost.
The interest of O.P.A. in profits is
distinctly secondary to its interest in
prices. Typically, the question about
profits is simply this: Is this company,
or this industry, making enough money
so that a rather stiff attitude on price in
creases will not work a hardship? Or, to
put it another way, is this company, or
this industry, making enough money
9
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able items of business were diverted to a ment may be the repository for fancy,
partnership consisting of the same offi as well as fact, but the company operat
ing statement, especially if it covers a
cers. The petition was denied.
There has been some discussion of full year and is tied into balance-sheets
the fact that we are interested in over at both ends, is something we can tie to.
Broadly speaking, then (and to this
all profits, as well as in profits on a
particular commodity. A considerable statement there are many exceptions),
number of correspondents with respect we are not likely to take very seriously
to Forms A and B have told us that we a plea of hardship by a company whose
could not possibly get any good out of over-all profit position is good, if the
the profit figures shown on these re price complained of appears to cover all
ports, since these profits are on all lines directly assignable costs with something
of business, and are not confined to any to spare. Under such circumstances
particular commodity. Contrary to the elaborately worked out allocations of
implications of these correspondents, joint cost factors, after the fashion of
we are well aware of the fact that the Robinson-Patman cases, are apt to be a
net profit of a company is the algebraic waste of time.
The task which has been entrusted to
sum of all the net profits and losses on
every commodity it handles. However, O.P.A. is without precedent in history.
we doubt if, in the majority of cases, Its size and its complexity would para
the net profits or losses on the individ lyze us with fear if we had time to think
ual commodities can be established about them. Of course we cannot do the
with such precision that we can rely on job without the wholehearted coopera
commodity profit-and-loss statements tion of nearly all the 130,000,000 peo
to the exclusion of any necessity of ple with whose best interests we are
looking at the over-all picture. Cost ac concerned. Obviously the cooperation
counting methods simply are not as re of some groups is more important than
liable as that. It is only in the over-all that of others. The accounting profes
profit-and-loss statement that all the sion is one of these key groups. What
conditions and influences and transac we need from you is a little patience, a
tions that affect a company’s opera little tolerance, and a great deal of will
tions finally come home to roost. Only ingness to go along, and to advise your
in the general profit-and-loss statement clients and employers to go along.
A Gallup poll on the general objec
are the effect of opinion and estimate
reduced to their lowest terms. We are tives of the inflation-control program
not in a position to compete success and of O.P.A’s part in that program
fully with a company’s accountants as would doubtless yield a tremendous
to fine but important points in the allo majority in favor. The broad objectives
cation of joint costs. The company, on cannot be reached, however, unless the
the other hand, is at some disadvantage individual requirements are complied
as compared to ourselves if, in spite of with.
Doubtless all of you could lay out
all fears about what O.P.A. and W.P.B.
and Selective Service are going to do, better plans and set up better ma
and after making all allowances for chinery for price control than we have
accelerated depreciation and curtailed done. The State Street quarterback
volume, and every other contingency, and the arm-chair general are well
the profit-and-loss statement stubbornly known American phenomena. May
ends up with a healthy black figure. their tribe never decrease! However,
Like the traditional salesman’s expense time spent in an earnest endeavor to
account, we fear that the commodity play the game according to such rules
or departmental profit-and-loss state as there are will go much farther toward
10
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winning the war than will complaining
about the rules or taking the lofty atti
tude that they are silly and should be
ignored.
Doubtless all of you could take al
most any regulation that has yet been
issued and, as the saying goes, “drive a
team of horses through it.” Hitler
would certainly approve of that. Isn’t
there greater satisfaction, though, in
foregoing that petty triumph and try
ing, instead, to comply with the spirit
of the regulation, no matter how faulty
its language may be?
It should hardly need argument to
persuade accountants to get whole
heartedly behind the anti-inflation pro
gram. Accountants are traditionally on
the side of conservatism and economy.
Inflation is the opposite of both. Infla
tion induces a reckless waste of re
sources; it negates all the arguments
for controlling expenses and exercising
effective management; it necessitates
the paying of high taxes on illusory
profits; it brings in its wake ruin and
bankruptcy. What is more vitally im
portant to us as a nation, it severely
handicaps the war effort if, indeed, it
does not lose the war. In this connec
tion it is interesting, and encouraging,
to note that Doctor Goebbels recently
entitled one of his propaganda broad
casts to the United States “Hender
son’s Hopeless Fight.” If we have suc
ceeded enough to command such atten
tion, we must be making some progress.
I should like to close by reading a
letter. We get lots of letters with com
plaints, and lots of letters from people
who could do a better job than we can.
Only occasionally do we get a letter of
the sort I am about to read. It is from a
manufacturer of wash dresses, and goes
as follows:

ual manufacturers about various things,
that I thought I was indebted to tell you
about the good things you have accom
plished with regard to the ceilings you
have established.
As far as I am concerned, I buy
$1,000,000 worth of raw goods and I
most certainly believe that your office
has performed miracles inasmuch as the
ceiling on piece goods and material took
out the element of speculation. It also
stopped hoarding and it keeps prices
down for the consumer.
Much more goods has appeared on
the market today than ever before and
I must say God bless you for doing this.
In the last war we did not have the
established ceilings and we flew right
through the roof. Even the sky was not
the limit because goods that was 75¢
per yard went up as high as $5.00 per
yard. When the war was over, 75%
of the merchants and manufacturers
dropped down from sky high and broke
their necks.
Today, at a rough estimate, I would
say that the ceiling is down to 20%
higher than normal and when this war
is over, and let us hope that with God’s
aid it will be soon, we will only fall from
the ceiling to the floor and this will hurt
us only a little and it will not destroy
the entire economic system.
Let no one try to tell you that you
have been doing the wrong things be
cause what you have accomplished is
the right thing for the country and the
American people at large.
Of course, you will learn that the mer
chants and dealers are just like little
children when they have a piece of
candy. They would like to eat it all up
at one time and then get sick at the
stomach. It is up to you, therefore, to
take the place of the parent and see to
it that only one piece of candy is given
to them after meals as this is the very
best way to keep them well.
Regardless of the number of times
they will cry for more candy, you must
be stern and see to it that they do not
get more, in order to keep them well.
May God bless you!

Dear Mr. Henderson:
No doubt, you have received so many
complaints from the public and individ
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Accounting Reports by Industry to W.P.B.
BY JOSEPH I. LUBIN, WASHINGTON, D. C.
Chairman, Committee for the Review of Data Requests from
Industry, War Production Board; member, American Institute
of Accountants

In recognition of this situation, Don
very glad to have this opportu
nity to discuss with your group the ald M. Nelson asked me to serve as
relationship of the functions of ac chairman of a Committee for the Re
counting and the work of the War Proview of Data Requests from Industry.
duction Board Committee for the Re The Committee was assigned the task
view of Data Requests from Industry. of reviewing all data requests, eliminat
More than almost any professional or ing the unnecessary, improving the un
business group, you are in a position to fit, and, in general, coordinating the
clarify and simplify the burden of re entire system of reporting to the War
porting which has been placed on busi Production Board.
Furthermore, as chairman of the
ness, and to contribute directly to the
essential job of channeling into govern Committee for the Review of Data Re
ment agencies the fundamental data quests from Industry, I was charged
essential to the proper administration with the responsibility of approving
of the war program. It is a contribution new forms only if they were absolutely
of outstanding significance, and I think essential for the war effort.
it of primary importance that you ap . The Committee for the Review of
preciate the nature of the task which Data Requests from Industry, although
has been undertaken, the results which organizationally in the Office of the
have been achieved, and the way in Chairman of War Production Board, is
which they affect your work and the actually your Committee, because it
services you can render to your clients. represents you and all the other key
The War Production Board has long men of American industry who are
recognized that the number and variety concerned with the furnishing of infor
of data requests flowing out to industry mation to the War Production Board.
have constituted a serious drain on the Our principal subcommittee, of which
time and energy of business administra C. Oliver Wellington is a member, in
tors and their staffs. The rapid multi cludes representatives of such organi
plication of the war agencies and the zations as the United States Chamber
unprecedented expansion of their func of Commerce, the National Association
tions have led to a mushroom growth of Manufacturers, and the National
in the forms, reports, questionnaires, Electrical Manufacturers Association.
and other official papers. Many are nec
Each of twenty prominent corpora
essary to the effective performance of tions assigned a specialist to work with
the work of the war agencies. Because of our various branches during the detailed
the character of their growth, many review of all forms. We have all worked
duplicate in part information already together in the common purpose of
available on other forms. Some have carrying out Mr. Nelson’s instructions
not been as carefully prepared as others. to simplify reporting procedures.
During our preliminary survey, we
Some require information which it is
either impossible or unnecessarily bur made the surprising discovery that the
densome for industry to furnish. Some burden of paper work was not related
clearly serve no useful purpose what to the number of forms. An analysis of
soever.
more than 1000 specific comments from
12
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industry disclosed that less than 5 per
cent were complaints of the number of
forms, except where duplication existed.
The other 95 per cent were criticisms of:

1.
2.
3.
4.
5.
6.

Conflicting instructions
Ambiguous phrases
Meaningless data
Unavailable information
Oversized forms
Receiving forms that were not ap
plicable to their particular business.

Detailed study of specific complaints
from industry revealed the fact that
many of the forms that were the most
objectionable had never been author
ized and were what we term “bootleg.”
The committee took immediate steps to
enforce the provisions of General Ad
ministrative Order No. 6 and the Bu
reau of the Budget Circular No. 360,
both of which required that every data
request be approved by the Bureau of
the Budget.
Mimeograph and other types of dupli
cating machines were put under a cen
tralized control. Telegraphic requests
for information, that had not been
approved by me were stopped at the
Telegraph Section, and various govern
ment agencies were notified that they
would not be reimbursed for printing
W.P.B. questionnaires which had not
been officially approved by our Com
mittee. The Bureau of the Budget has
cooperated by adopting as an official
symbol a Bureau of the Budget serial
number and an expiration date which
now appear on every officially approved
form issued by any government agency
since August 31st. Forms issued prior to
August 31st which are to continue must,
when they are reprinted, show the Bu
reau of the Budget serial number or
they will not be official forms after
December 31st of this year.
Several companies reported that they
were requested to fill out forms which,
although not issued by the War Pro
duction Board, stated that the informa
tion was being secured at our request.

13

In each instance we determined the
origin of this type of data request and
had the instructions rescinded.
As soon as centralized control over
all forms was effectuated, we were in a
position to enforce uniform standards of
format with the result that every form
officially issued or reprinted since Aug
ust 1st conforms in size and spacings to
that of a standard carriage typewriter
and 90 per cent of these forms are of
standard size,
x 11 inches. Repeti
8½
tive clauses such as certifications and
recitals of the criminal code have been
standardized.
By a cooperative arrangement with
the Government Printing Office, forms
are printed and distributed to our re
gional offices simultaneously or in ad
vance of the orders which they imple
ment. Instructions have been issued
that will limit the publication of lists of
forms to those which are officially ap
proved and in effect.
An investigation disclosed that more
than 200 companies a day were sending
us information not required by our reg
ulations. The committee immediately
took steps to advise respondents that
they may discontinue furnishing the
unwanted information.
As all of our tabulations have not
been completed in connection with forms
actually eliminated or revised, I am not
in a position to give official statistics,
but I can say that preliminary reports
indicate that more than 70 forms have
been completely abolished, that more
than 130 have been substantially im
proved by the elimination or simplifica
tion of questions, and that more than
130,000 respondents will be benefited by
these improvements.
The elimination of one column alone
in WPB-732 will relieve approximately
12,000 companies from endeavoring to
furnish data in connection with the
breakdown in man hours applicable to
the priority ratings of the products.
This information had proved burden
some to many companies because it was
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has been discontinued, which will affect
about 1100 respondents.
These are a few typical examples of
the types of improvements which are
being made on individual forms. What
to my mind is of greater value, is that
all those having any part in the origi
nating, distribution, or the processing of
forms have now become questionnaire
conscious and realize that it is their re
sponsibility to keep the burden of paper
work down to a minimum and that the
value to the War Production Board
and to the war effort will, in part, be
measured by how well they discharge
this responsibility.
We must all recognize that as new
situations occur and more materials
become scarce, necessary controls will
require obtaining additional informa
tion by the use of forms. However, I am
confident that the new forms will be
more convenient to handle, questions
will be more clearly phrased, and the
type of information will be that which
is consistent with standard accounting
practices. It is inevitable that there will
be exceptions, and when they occur we
will welcome constructive criticism. We
also plan to have a periodic detailed
review of all forms, branch by branch,
with the objective of continually elimi
nating any question or data request that
is not absolutely essential to the war
effort.
The drive to simplify and standardize
is motivated by the knowledge that the
War Production Board can no more
administer its affairs—which at the
present center around the control of
critical materials—without effective ad
ministrative tools than can the execu
tive officers of any private business.
The administrative problems are sim
ilar; they differ in the complexity of
size, not in the complexity of varying
character. Just as private businessmen
must know their inventory position,
the rate and quantity of incoming ord
ers, and the anticipated schedule of
delivery for raw materials, so a total

not readily available, and in some cases
almost impossible to compute.
Another simplification benefits the
chemical industry by providing stand
ard forms PD-600 and PD-601. It is
anticipated that these will replace 48
individual forms, thus enabling a chem
ical company to set up standard ac
counting and reporting procedures that
will be uniform for all of the 48 chem
icals. I am also advised that approxi
mately 40 per cent of the content of
these chemical forms has been elimi
nated and that information required as
a guide for allocation will be figures
taken from actual records instead of
estimates of the current month’s orders.
Our survey of forms was not limited
to those about which industry had com
plained. For example, there had been
no complaints whatsoever from the
rubber industry, but a review of the
forms has resulted in greatly simplify
ing the monthly inventory report which
formerly had required a detailed break
down by sizes, by types, and classified
by general type of customer. The re
vised monthly report will merely require
reporting the total units of production
shipments and inventories by type only,
with detailed figures to be submitted the
twenty-fifth of the month following the
ending of each quarter, at which time
such information is available in normal
accounting records. I have been in
formed that this modification will re
lieve one company of having to gather
interim, detailed reports from more than
700 branches and warehouses each
month. The monthly report of whole
salers’ and dealers’ stocks of scrap rub
ber has been revised so that it is no
longer necessary to show the break
down into the various types of origin,
such as tire and tire products, tubes,
etc. This will benefit approximately
3000 respondents who had had difficulty
segregating the various types of rubber.
Form PD-332 which was a report on the
stocks, receipts, consumption and ship
ment of purchased compounded latex,
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war economy must have available cur
rent information for every critical ma
terial it attempts to control. And even
beyond this knowledge, it must have
records in such shape that the control
over the flow of one tight metal can be
related to other metals in short supply.
Copper cannot be controlled except as
it is related to aluminum and steel.
They are all part of the same industrial
picture.
But what, it is fair to ask, does this
mean to you? How are private account
ing records tied in with such public
records as I have described? In simplest
terms, this is the relation. In order to
operate the materials-control program
effectively, government must get from
business certain essential facts. It must
get these facts from all reporting firms
on a common basis in uniform termi
nology. It is up to the members of your
profession to organize business records
and record keeping so that these facts
will be available quickly, regularly, and
accurately.
This will involve some adaptation of
the accounting records of even the larg
est companies. It will probably place a
greater burden on the concerns of mod
erate size, particularly those which in
recent years have outgrown their record
keeping systems. We hope by a further
simplification of the existing groups of
data requests to reduce the number and
variety of reports which business con
cerns are required to file, but in so far
as the basic-materials-control informa
tion is concerned, the facts must be made
available. Every business will be affected.
In appraising the problems this cre
ates, you should bear in mind one im
portant fact. Out of the adapted and the
new record-keeping systems will come
information which can be used by pri
vate management now and in the peace
to come. If the necessities of wartime
accounting present a tough problem,
they also present a golden opportunity.
They will provide the tools for better
management control. A number of ac
15

countants have already grasped the
significance of this possibility. Theyare
expanding and unifying their records,
examining their inadequacies and their
blind spots, and making plans to use
the new information for smoother oper
ation under the existing priorities and
allocations systems and for better man
agement control in the post-war period.
The importance of complete accounting
records is being brought home to top
management as it never has been. It is
a lesson which should stick.
The important functions of your ac
counting systems today are these:

(1) To supply all the essential facts
necessary to complete your applica
tions on PD-25A, PD-200, PD-1A,
and the other priority instruments.
(2) To maintain records in such shape
that they can be inspected readily
for identification and substantiation
of all facts and figures submitted on
data-request forms.
(3) To high-light the use and holdings
of scarce materials.
In connection with the supply of facts
essential to completion of the important
data requests, you should note that the
firm which fails to provide compple
te
information penalizes itself. Incomplete
applications may be returned for resub
mission, with a consequent loss of time.
In some cases, data submitted will be
regarded as inadequate substantiation
of requests and you may be short
changed on ratings or material authori
zations.
In connection with the maintenance
of records for inspection, you should
also note that compliance is an aspect
of W.B.P. activities which is rapidly
growing in importance. The inspector
who visits your plant will expect to find
an accounting setup in which all the
information you have submitted can
easily be traced and checked.
Certain facts must be secured on a
standard reporting basis and it will be
essential to the war effort and to your
participation in it that your records
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provide those facts. Problems to be
encountered in adapting existing rec
ords to these requirements will depend
on such considerations as the size and
scope of your current operations, the
number of products you manufacture,
and the stage of development of your
existing records.
The decision to make a permanent
adaptation of your records to meet these
requirements, or to set up temporary
records supplementary to existing sys
tems will vary between companies. In
many large' concerns, particularly in
those which manufacture a large num
ber of products and ship against an
array of preference ratings, a revision of
the accounting system will often be the
more desirable procedure. Despite tem
porary confusion and high installation
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charges, long-run performance will prob
ably yield savings in both cost and time.
In addition, it should make a substan
tial contribution to management control.
Following the work of our committee,
we anticipate a reduction in the number
of data requests which reach you. We
hope to eliminate most cases involving
the reporting of parallel information on
several forms. On the other hand, you
will recognize that the administration of
scarcities in a war economy depends on
the organization of the supply of essen
tial facts on a uniform basis. You are in
a position, therefore, to make a direct
contribution to the war effort, to lighten
the reporting burden placed on private
business, and to contribute to the tools
of effective business administration in
the post-war world.

II

Technical Accounting Problems
Arising from the War
Chairman: DONALD M. RUSSELL, MICHIGAN

September 29, 1942

The Importance of Accountancy in the
War Program
By Colonel Andrew Stewart
Member, American Institute of Accountants

T is, perhaps, unnecessary for me to cost, escalation clauses, advance pay
say to this audience that account ment and recoupment provisions, and
ancy plays an extremely impor interest provisions are only some of the
tant part in the war program. The avermany

topics on which our advice is
age citizen may think in terms of am sought.
munition, guns, tanks, and airplanes
After the contract is negotiated, in
but, unlike public accountants, may accordance with the announced policy
give little thought to the financial oper of the War Department, all expendi
ations involved in such a procurement tures on a cost-plus-a-fixed-fee con
program. I am happy to be able to tract must be audited before reimburse
summarize for you the functions of the ment is made, and regulations must be
accounting profession in the present prepared as to the conditions under
program of the War Department.
which payments may be made on lumpThe first activity of accountancy in a sum contracts. All this requires the
procurement program such as ours is to prescription of audit manuals, the is
establish records of appropriations by suance of instructions in specific cases
Congress and to set up a system of ac and of cost interpretations of general
counting whereby appropriations, allo application.
cations, allotments, commitments, and
After all these missions have been
expenditures may be recorded which successfully accomplished, one impor
will provide a basis for a consolidated tant and, in fact, essential factor re
report to be made periodically for the mains—prompt payment to the con
use of the War Department and for the tractor for work satisfactorily per
purpose of reporting results to Congress. formed. No war program of the present
The next step in which the experience volume could be considered accom
of our profession is required is in con plished until the contractor is fully re
nection with the contracts by which the imbursed for expenditures and recom
necessary matériel is to be acquired. pensed for all amounts he has earned so
No matter whether the contract pro that his capital will be made available
posed be of the cost-plus-a-fixed-fee or for use in the next contract, which un
lump-sum variety, the experience of our doubtedly will follow.
The importance of professional ac
profession is needed to advise on tech
nical accounting matters which are re counting experience in these matters has
flected in the contract. Definitions of been recognized in the recent reorgani
17
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zation of the War Department by the
concentration of responsibility for su
pervision of all the foregoing in the
Fiscal Division, Headquarters, Services
of Supply, of which one of our members
is Director. The head of this Division is
also Budget Officer and acts as Comp
troller of the War Department.
The Budget Officer of the War De
partment is charged with the duty of
securing the necessary funds to carry
out the plans, programs, and operations
of the War Department and to assure
the adequacy of the financial adminis
tration of such funds. He is required to
arrange for the defense and justification
of such funds before the Bureau of the
Budget and Congress, to allocate funds
to the various Services of Supply in
accordance with the program, and to
prescribe the methods of record-keeping
and reporting to show the use of the
funds so allocated.
As Director of the Fiscal Division, he
is charged with the responsibility of
financial administration of contracts
under which War Department funds are
to be expended. This includes the duty
of prescribing auditing, accounting, dis
bursing, cost accounting, cost analysis,
and reporting procedures for all Services
of Supply and for the Army Air Forces.
The importance of the responsibilities
placed on the Budget Officer and Di
rector of the Fiscal Division may be in
dicated by stating that the total funds
appropriated to the War Department in
connection with the war program up to
July 1, 1942, amounted to 133 billions
of dollars.
In order to carry out these functions,
the Fiscal Division is organized into
four branches: Budget Branch, Ad
vance Payment and Loan Branch, In
surance Branch, and Accounting and
Audit Supervisory Branch.
All the responsibilities for super
vision of accounting, auditing, dis
bursing, cost accounting, and cost anal
ysis, as well as the supervision and
coordination of relations with the

Comptroller General, are centered in
the Accounting and Audit Supervisory
Branch of the Fiscal Division. The
responsibilities for prescribing and su
pervising methods and procedures re
late to Army Air Forces and all Services
of Supply which include Corps of Engi
neers, Ordnance Department, Quarter
master Corps, Signal Corps, Surgeon
General, Chemical Warfare, and Trans
portation Corps. The Accounting and
Audit Supervisory Branch is divided
into five sections: Contracts and Pur
chases, Cost Accounting, Cost Analysis,
Fiscal Accounts, and Final Audit Clear
ance. Later in this program the chiefs
of three of these sections will address
you on the work of their departments.
Early in the development of the war
program, it became apparent that the
enormous increase in spending for pro
duction and other purposes of the war
program would make it necessary to
simplify procedures to the greatest pos
sible extent. At the same time the main
objective of adequately protecting the
interest of the government had to be
paramount. This broad problem was ap
proached from several angles. In the
first place, audit and cost-accounting
manuals were prepared which intro
duced selective auditing methods for
cost-plus-a-fixed-fee contracts to the ex
tent justified by the system of internal
control of the contractor. Next, a plan
was developed with the cooperation of
the Office of the Comptroller General,
whereby the audit by his office, as pre
scribed by law, will, to the extent prac
ticable, be performed in the field. One
result of this latter arrangement is to
simplify and reduce the numbers of
copies of supporting documents which
have to be prepared in connection with
cost-plus-a-fixed-fee contracts. The pre
scribing of new manuals and the institu
tion of the field examination of vouchers
by the General Accounting Office, to
gether, will have a very important effect
on the cost of administration of con
tracts and a substantial reduction in the
18
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countants are performing important
duties in these branches as consultants,
supervisors, and as project auditors in
connection with cost-plus-a-fixed-fee
contracts. Also, in all these agencies,
cost-analysis sections have recently been
formed for the purpose of fact-finding as
to the results of operations of govern
ment contractors and of reporting their
findings to the respective Price Adjust
ment Boards. Many members of the
profession are to be found in charge of
such sections.
It should also be recognized that
many members of the profession are
serving in the War Department in a
manner which is not directly of an ac
counting or auditing nature but which
relates to various important phases of
procurement, administration, and sup
ply. The profession has also made its
contribution to the field forces where
many members are serving with the
troops and are actively carrying on the
field operations to which all the activi
ties previously discussed are ultimately
related.
The profession can be justly proud of
the results achieved through the par
ticipation by its members in this impor
tant work. Continuous effort is needed
to further the desired objectives, and
the responsibility of the profession will
continue in even greater measure. To
all members of the profession in all
branches and agencies of the War De
partment, I acknowledge the contribu
tion that each has made to the advance
ment of the war program.

number of required government per
sonnel.
As a result of our authority to specify
procedures for the proper financial ad
ministration of contracts, the field for
simplification and improvement of those
procedures is unlimited. In addition to
issuing directives on specific routine
matters, the Fiscal Division issues cost
interpretations for the guidance of con
tracting officers and field auditors in de
termining the allowability of costs as
reimbursable items.
Among other responsibilities of the
Accounting and Audit Supervisory
Branch are financial supervision of the
operations of Army Exchange Service,
Army Motion Picture Service, and
Army Emergency Relief. Many impor
tant questions of financial policy arise
in connection with these organizations.
The responsibility of the Fiscal Division
in this connection is even greater than
if it were represented on the board of
directors of a similar organization. Our
responsibility requires that we be satis
fied as to the financial policies in force,
and that we insist on remedial action
when necessary. All these are substan
tial business organizations and they will
enlarge with the imminent increase in
personnel of the Army.
The above remarks have dealt with
the work of the Fiscal Division, Head
quarters, Services of Supply. In addi
tion, each of the Supply Services and
the Army Air Forces have a fiscal divi
sion in which accounting and auditing is
an important branch, and public ac
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Determination of Contract Costs by the
War Department
by lt. colonel J. w. mceachren
Member, American Institute of Accountants

of the cost-plus-afixed-fee auditing manuals re
cently issued appears to be the
best means of reviewing the policies and
procedures now being followed by the
War Department in the determination
of contract costs.
Uniformity in auditing procedures
among the various services and Army
Air Forces is one of the objectives in
issuing these manuals. While the pro
vision of a separate manual for con
struction contracts as distinguished
from supply contracts was deemed un
avoidable, the same basic auditing prin
ciples are followed in both publications.
The War Department is charged
with the responsibility for the adminis
trative audit of its cost-plus-a-fixed-fee
contracts. This audit is carried out by
the field staffs of the Army Air Forces,
Corps of Engineers, and the Ordnance
Departments, cost-plus-a-fixed-fee con
tracts being nonexistent or of negligible
proportions in the other services. The
Fiscal Division, Headquarters, Services
of Supply, is responsible for devising the
procedures and generally supervising
the work.
The General Accounting Office audits
the accounts of the War Department to
determine that the payments are le
gally made and have been charged to
the proper appropriation. In carrying
out their audit, that Office requires the
submission of documentary evidence
sufficient for their purpose.
The first of the new audit manuals
published was the “War Department
Manual for Administrative Audit of
Cost-Plus-A-Fixed-Fee Supply Con
tracts.” A glance at this manual will
readily indicate the influence of ac
cepted procedures of the profession.

A

discussion
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The adoption of selective auditing pro
cedures was authorized by a directive of
the Fiscal Division, Headquarters, Serv
ices of Supply, dated May 27, 1942. No
justification need be advanced for the
use of selective auditing but the tre
mendous volume of cost-plus-a-fixedfee contracts and shortage of manpower
made it unavoidable.
A substantial part of the manual is
devoted to the “ Review and Appraisal
of the Contractor’s Procedures.” A gen
eral survey is required of the contrac
tor’s organization, financial policies,
plant and equipment, products, and
processes. The contractor is asked to
state his accounting policies in writing.
Heretofore, the determination of the
allowability of individual items of cost
has had to be made without the benefit
of a mutual understanding between the
contractor and the War Department as
to the accounting policies the contractor
proposed to follow in presenting his
claim for reimbursement. The terms of
the contracts do not prescribe rigid ac
counting policies in respect to such mat
ters as the determination of deprecia
tion, for example, or the handling of
deferred or accrued expenses or the ap
plication of overhead. The policies
adopted by the contractor, however,
must be consistently followed and result
in a proper charge to the contract.
Rather extensive guides for the ap
praisal of the adequacy of the con
tractor’s internal control are contained
in the manual. These are divided into
four chapters—Invoice Procedures, Pay
rolls, Journal Entries, and Miscellane
ous Procedures. This separation is in
tended to conform to the typical broad
divisions of the accounting work in the
contractor’s office.
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The guides set up what may be con
sidered as a standard with which the
actual procedures are to be compared.
Included in the guides are only a very
few procedures other than those re
garded as essential in ordinary commer
cial business. The importance attached
to the review of the contractors’ pro
cedures is indicated by the fact that 40
per cent of the manual is devoted to
this subject.
The manual has a provision which
probably has an application only in
governmental auditing. In plants which
are engaged solely on C.P.F.F. contracts
for the War Department, the manual
authorizes the performance by the gov
ernmental audit staff of selected in
ternal auditing procedures of the con
tractor. This substitution is limited to
auditing operations and in no case may
it deal with the preparation of original
records. The auditing function of time
checking as distinguished from time
keeping is an example of one that may
be performed entirely by the govern
ment in suitable cases. Experience has
shown that such an arrangement can re
duce the over-all clerical cost to the
government, considering the contrac
tor’s force and the government audit
staff in the aggregate.
As pointed out in the manual, it is the
contractor’s responsibility to submit his
claims for reimbursement of costs in ac
cordance with the terms of the contract,
excluding all costs expressly disallowed
thereby. There can, of course, be some
doubt and difference of opinion as to the
allowability of some costs. The con
tractor has every right to claim reim
bursement for doubtful items but there
should be a full disclosure of the facts
at the time the claim is made. In signing
the “correct and just” certificate re
quired on all C.P.F.F. vouchers, the
contractor is in substantially the same
position as when he signs a federal
income-tax return.
Having reviewed and appraised the
contractor’s internal procedures, the
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War Department field auditor has, with
the approval of his immediate super
visor, determined the extent and nature
of the selective auditing which appears
necessary. If, in the judgment of the
auditor, the contractor’s procedures in
respect to certain phases are not ade
quate, the contractor will be asked to
correct the deficiency when it appears
practicable and desirable to do so.
In respect to direct charges to the
contract, as distinguished from over
head charges, the auditor will apply
selective auditing procedures only after
the contractor has submitted his formal
claim for reimbursement. In the case of
direct payroll charges, however, time
checking and floor-checking will be per
formed from day to day to check the
credibility of the payroll.
While the principle of selective audit
ing has been closely adhered to in the
manual, a general review is required of
all purchase invoices and other docu
mentary evidence submitted by the con
tractor in support of his claim for reim
bursement.
Provision is made for reimbursing the
contractor currently for his overhead at
tentative rates subject to adjustment at
the end of his fiscal year. The general
credibility of the contractor’s records in
respect to overhead is to be checked
currently by applying the same pro
cedures as are applied to direct charges.
Floor checks will be made of indirect
labor from day to day and invoice and
requisition charges to overhead ac
counts will be subjected currently to
selective audit. At the end of the month
a review will be made of the overhead
statement, and particular attention di
rected to individual accounts such as
executive compensation, taxes, depre
ciation, repairs, insurance, and profes
sional services, where allowability may
be less clear.
Some contractors have shown a tend
ency to attempt to make direct charges
to the contract for costs ordinarily
treated as overhead. While it is true
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that the accuracy of costing ordinarily
increases when charges can be made di
rectly rather than included in overhead,
this greater accuracy will not be
achieved unless all costs of a given class
can be directly charged. To charge an
employee’s salary directly to the cost of
the contract when he is working on the
contract, but to include the remainder
of his salary in overhead which is pro
rated in part to the contract cost, may
not result in accurate costing.
In War Department contracts, the
definition of cost may be detailed in the
contract itself or the cost definition con
tained in Treasury Decision 5000 may
be incorporated by reference. It is the
primary responsibility of the contract
ing officer assisted by the auditor to de
termine what costs are reimbursable
under the terms of the contract.
Neither T.D. 5000 nor other cost
clauses in the contract are completely
specific in regard to the details of all
possible allowable costs. Such a de
tailed definition would be impractical.
To minimize variations in the inter
pretation of the contract cost clauses, a
series of “cost interpretations” are be
ing issued for the guidance of those in
the War Department, including both
the Army Air Forces and Ordnance,
who are concerned with the determina
tion of allowable costs under cost-plusa-fixed-fee contracts. The War Depart
ment is working closely with the Navy
Department and the Maritime Com
mission on this problem, and it is ex
pected that the interpretation of allow
able costs by these three agencies will be
substantially uniform.
As previously mentioned, in addition
to the audit manual for supply con
tracts, a new “Manual for Administra
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tive Audit of Cost-Plus-A-Fixed-Fee
Construction Contracts” has been is
sued following the same basic principles.
However, the differing conditions in
herent in construction projects as con
trasted with manufacturing have re
quired some differences in the details of
the procedures.
Both manuals outline the docu
mentary evidence required for each
type of contract by the Comptroller
General.
To be published very soon, is a man
ual on cost accounting for cost-plus-afixed-fee military construction con
tracts. Construction cost accounting
deals with the computation of the costs
of the various features of construction
such as buildings grouped by like size
and type and the necessary railroads,
power transmission, and other utilities.
This manual prescribes uniform cost
accounting procedures for prime and
subcontractors of all types and inter
locking accounts for governmental
offices concerned with military con
struction projects.
Copies of the supply-contract-audit
manual are now available from the Gov
ernment Printing Office at a nominal
price. Quite probably the construction
audit manual and the construction
cost-accounting manual will eventually
be available from the same source.
The American Institute of Account
ants committee on cooperation with
Fiscal Division, Headquarters, Services
of Supply, reviewed numerous drafts of
the auditing manuals and have ap
proved the final texts. The committee’s
comments and suggestions have been
very helpful and represent a substantial
contribution to the completion of these
manuals.

Fiscal Accounting in the War Department
BY LT. COLONEL HAROLD W. H. BURROWS
Chief, Fiscal Accounts Section, Headquarters, Services of
Supply, War Department

N time of war, the primary objec defensive facilities while we argue over
tive of the Army is to fight—as accounts or procedures. We must not
quickly and as effectively as possible. waste time and manpower on book
It may be contended that account keepwork and charts and reports that have
ing contributes nothing to that ultimate no constructive use. The account keep
goal and therefore should be dis ing must further the war effort, and
not hinder it.
carded. That is hardly the case.
In this respect, we in the War De
A war must be financed. The man
power, the facilities, and the material partment have a double responsibility.
required for war must first be estimated First, we must determine what the ac
as to numbers or quantity. The con counting and reporting essentials are
version of those estimates into terms of and provide for their accomplishment
dollar values permits determination of in the most practicable manner con
the appropriations required for their sistent with sound accounting principles.
acquisition. After appropriations have Second, we must ferret out for discard
been made available by Congress, dollar all the red tape and frills and nones
values become an indication of many sentials that have no wartime value and
important war factors. These include which, if continued, actually would
the extent of progress being made in retard the defeat of our enemies. Sub
the acquisition of facilities and materieé; stantial progress toward fulfillment of
the relationship of war requirements to that double responsibility has been ac
the productive capacity of the country; complished.
First major evidence of that progress
and the effect of war requirements on
the civilian economy. Dollar values was the reorganization of the Army on
are a common denominator that cor March 9, 1942, whereby many almost
relate in summary form many informa autonomous branches of the Army were
tive factors and trends for guidance, coördinated under three major com
and major administrative decisions. The mands—the Ground Forces, the Air
keeping of accounts to the extent nec Forces, and the Services of Supply.
essary to provide and utilize this com Simultaneous with this basic reorgan
mon denominator obviously contrib ization came a coordination of all bud
get and fiscal accounting functions of
utes materially to the war effort.
However, the account keeping and the Army into one coordinated Fiscal
the report making must be kept to the Division, the director of which is the
essentials required for expeditious prose Budget Officer for the War Department
cution of the war. Restrictive budgetary and acts also as its Comptroller. These
controls and fancy account keeping may functions theretofore had been divided
be very desirable during normal times. among some half dozen separate and un
But in time of war, with the enemy correlated agencies of the War Depart
poising for our very throats, we cannot ment at the staff level.
Establishment of a coordinated Fis
hold up the acquisition of guns and
arsenals and planes while we barter the cal Division for the Army set the pat
last nickel out of the cost. We must not tern for regulations issued on August 21,
be accused of delaying for one minute 1942, whereby one central fiscal or
the procurement of our offensive and ganization was established in each of
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the major operating agencies comprising under approximately 50 basic appropri
the Services of Supply and the Army ations. For the fiscal year 1943, as a
Air Forces. This regulation provides result of War Department recommen
insurance against confusion, divided dations to Congress, the basic appro
authority, and lack of coordination priations were reduced to some ten in
within the several operating agencies number and authorization was re
in respect to fiscal and budget matters. ceived for carrying forward the unex
The fiscal structure of the War De pended balances of prior year’s appro
partment now makes sense and is ad priations for consolidation in the simpli
ministratively simple. The Fiscal Di fied appropriation structure. This action
vision acts as the mouthpiece of the War by Congress effected a substantial re
Department in relations with the Bu duction in the number of accounts
reau of the Budget and with Congress and account levels required to be kept
pertaining to budget estimates and ap by the several hundred separate ac
propriations. It establishes and pre count-keeping units of the War De
scribes basic budget, accounting, and partment.
Supporting the fifty basic appropria
reporting policies for all operating
agencies of the War Department. The tions of the 1942 fiscal year were some
fiscal organizations of the respective six hundred projects or major work
operating agencies effectuate within objectives, each of which constituted
their own agencies, and operate under, a further level of accounting and re
the basic policies and procedures es porting. For the fiscal year 1943, the
tablished by the Fiscal Division. They major projects have been reduced to
also assemble and consolidate the bud less than two hundred in number, with
get and accounting information per a corresponding reduction in the num
taining to their own operations for in ber of accounting and reporting sub
ternal administrative purposes and for divisions.
clearance to the Fiscal Division, where
Simplification of the procedures in
the over-all picture for the War De volved in allotting funds by the operat
partment is assembled and interpreted. ing agencies to their subsidiary operat
Further progress has been accom ing units has effected further account
plished in respect to the internal fiscal ing economies. Prior to this change,
procedures of the War Department, the work objectives of an operating
having as its objective the improvement unit were broken down into many small
of accounting standards and the elim restrictive segments, each of which was
ination of paper work and unnecessary accounted for against a separate allot
account keeping. In general, these im ment of funds and each of which re
provements have been based on policies quired individualized account keeping.
and regulations originated in the Fiscal For purposes of account keeping, many
Division.
minor work objectives have now been
Each major operating agency of the consolidated into larger work objectives
War Department is now required to requiring fewer accounts and reduced
keep basic general-ledger accounts per paper work.
taining to its fiscal activities, and these
The Fiscal Division has designed and
accounts are maintained on the dou prescribed uniform financial-report
ble-entry principle of bookkeeping. We forms to be compiled monthly by each
cannot afford to operate with anything operating agency of the War Depart
less than factual financial information ment. Contributing to the uniformity in
which has been made a matter of record. reporting was a standardization of ac
During the fiscal year ended June counting terminology and definitions
30,1942, the War Department operated which permitted like treatment of like
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fiscal transactions in the accounting
records of each operating agency.
Theretofore, the several operating agen
cies had acted more or less individually
in determining the type and content of
such current financial reports as they
elected to prepare pertaining to their
own activities. The resulting data re
flected almost as many different con
cepts and standards as there were
operating agencies, with the result that
it was difficult to relate them one to
another, or to combine them, for over
all administrative purposes.
The wide possibilities of progress in
herent in cooperation and collaboration
have not been neglected. The director
of the Fiscal Division felt that our
broad objectives could be accomplished
more quickly, more smoothly, and more
wholeheartedly if the operating agencies
had an opportunity to collaborate in
their origin and development. Further
more, the fund of knowledge, imagina
tion, and experience with actual condi
tions that existed within the operating
agencies themselves had such construc
tive potentialities that it would have
been shortsighted indeed to have neg
lected its use.
These considerations gave rise to a
somewhat novel innovation in Army
methods—the Fiscal Advisory Com

mittee. This committee is organized on
a cooperative, informal basis and is
comprised of the fiscal officers of each
operating agency and representatives
of the Fiscal Division. It meets with the
Director of the Fiscal Division every
two weeks. Fiscal objectives originated
either by the operating agencies or
by the Fiscal Division are proposed,
developed, or clarified. Constructive
criticisms are exchanged. Relationships
between the Fiscal Division and the
operating agencies are humanized. Mis
understandings as to motives and meth
ods are dissolved on the spot. The
operating agencies take an active in
terest in accomplishing a fiscal program
which they had a part in developing.
The Fiscal Division is kept on the beam
of practical possibilities and out of the
clouds of theoretical fancies.
These are examples of what we like
to think has been over-all progress in
the War Department in respect to fiscal
accounting. That much remains to be
accomplished is frankly admitted. How
ever, the War Department intends to
spare no effort toward realization of
the ultimate objective—an informative
accounting system based on sound ac
counting principles and divested of all
nonessentials that would hamper full
prosecution of the war.

Navy Cost Inspection
by paul Grady, Washington, D. C.
Executive Assistant, Cost Inspection Division, Navy Depart
ment; member, American Institute of Accountants

N this discussion of “Cost Inspec cost-inspection work. I am sure that most
tion,” which is the Navy’s termi public accountants will agree that if the
nology for the auditing of war policies are sound and the organization is
contracts, I shall deal with the subjectcapable, there is no need to worry about
from a broad viewpoint instead of a the technical aspect of the problem.
technical one, because it is assumed that
Purpose
you are primarily interested in the gen
eral purpose, the policies, and the or
In peacetime the procurement pro
ganization developed for the handling of gram of the Navy, consistent with the
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general policy of the government, is
predicated upon the bidding system.
Under this method the forces of com
petition automatically give reasonable
protection to the government’s inter
ests. The economic conditions prevalent
in a war period cause the bidding sys
tem to break down and necessitate
negotiated contracts, many of which
must be based upon the cost of produc
tion of the contractor. It is not difficult
to see that under this form of contract
it is necessary for the government to set
up some form of auditing procedure as
a means of reasonably assuring that it
is not overcharged. This is the primary
purpose and function of cost inspection.

you who are carrying on in public ac
counting know where most of these
trained men came from; and I wish to
take this opportunity of thanking you
for your splendid cooperation in making
them available.
As you know, the country is divided
into various naval districts, each headed
by a high-ranking naval officer as Com
mandant. The cost-inspection organiza
tion is shaped to fit into this general
structure. The Supervisory Cost In
spector, who is the officer in charge of
cost inspection in each district, and all
officers acting as Cost Inspectors are
under the jurisdiction of the Comman
dant from a military standpoint. How
ever, all matters relating to the policies
and performance of cost-inspection
work are under the cognizance of the
Cost Inspection Division of the Bureau
of Supplies and Accounts.
Inasmuch as cost inspection is pri
marily an auditing activity, we have
adopted in so far as possible a plan of
organization and operation comparable
to that used by many professional
accounting organizations. The Cost
Inspection Division in Washington per
forms the executive or home office func
tions of determining policies, and the
district organizations are comparable
to operating offices. A cost-inspection
manual has been prepared to cover the
necessary auditing, accounting, and ad
ministrative instructions and adequate
supervision is being organized to bring
about a consistent and effective per
formance of the Navy’s auditing re
sponsibilities.
Within the Cost Inspection Division,
we have adopted a logical functional
type of organization, with the following
technical sections:

Organization
The change from peace to war condi
tions necessitated the creation of an or
ganization for the performance of a
large volume of cost-inspection work in
a very short period of time. In the case
of the Navy this is strikingly illustrated
by the fact that the total personnel en
gaged on this work increased from 1,000
on July 1,1941, to 4,000 on July 1,1942,
an increase of 300 per cent. During the
same twelve months there was a still
greater increase in the dollar amount of
contracts to be covered by cost inspec
tion. Such a rapid expansion necessarily
creates considerable problems in the re
cruiting, instruction, and supervision of
an adequate personnel for the perform
ance of the work. If some of you have
had experiences in the field which indi
cate that our batting average has not
quite reached one hundred per cent, I
hope you will at least appreciate the
difficulty of the organization problems
with which we have contended.
Of the total personnel, approximately
500 are commissioned officers who are
designated as Cost Inspectors. It will be
of special interest to you to know that
two thirds of these men are certified
public accountants, who have had a
minimum of five years auditing experi
ence. I strongly suspect that those of

1.
2.
3.
4.

Contract review and control.
Technical cost interpretations.
Instructions and procedures.
Audit review.

In the contract-review section we are
working closely with the procurement
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bureaus in an attempt to clarify the ac
counting and payment provisions of the
contracts before they are consummated.
In this manner we hope to simplify the
accounting work required of the con
tractors as well as the auditing work re
quired of the Cost Inspectors. The func
tions of the other technical sections are
believed to be evident from their titles.

Policies
One of the fundamental premises in
our approach to the development of an
audit program is that the primary re
sponsibility for the maintenance of an
adequate accounting system, and for
the determination thereunder of the fair
and equitable costs chargeable to Navy
contracts, rests with the contractor. The
responsibility of the Cost Inspection
Division is to make a sufficient examina
tion of the accounts, by carefully
planned selective tests, to determine
whether or not the contractor’s costs are
reasonable and admissible charges.
In the performance of the work it is
our policy to do only the amount of
auditing considered necessary in the
light of all the circumstances. The pur
pose of restricting the work to that
which is necessary is to keep the re
quired personnel at a minimum. It is
obvious that the maintenance of an
effective system of internal control and
the keeping of accounting records of a
high degree of credibility and accuracy
by the contractor, will permit com
mensurate reductions in the extent of
the Navy’s audit.
The Cost Inspectors are instructed to
perform their work in such a manner as
will not impede, in any way, the prog
ress of production. They are expected
to be a constructive force in the produc
tion process by expediting the examina
tion and certification of the public
vouchers and related supporting docu
ments, in order that the contractors
may be reimbursed for their costs with
out delay. As a further means of speed
ing up prompt payments, the Bureau of

Supplies and Accounts has established
special disbursing offices located ad
jacent to the office of the Supervisory
Cost Inspectors. This disbursing pro
cedure is operating very efficiently, and
it is believed that the contractors are
being paid much more promptly than
they ever expected.
In the analysis of the contractors’
costs the Navy auditors allow all rea
sonable and admissible items. In this
connection they are guided by generally
accepted accounting practice, by the
provisions of the contract, by the pam
phlet entitled “Explanation of Prin
ciples for Determination of Costs under
Government Contracts” published by
the War and Navy Departments, and
by a certain relatively few Navy rulings.
Within the scope of these authorities
the Cost Inspectors are expected to deal
equitably and fairly both as to the con
tractor and as to the government.
In any case where the contractor does
not agree with the Cost Inspector’s
treatment of a particular item, the Cost
Inspection Division wishes to afford the
contractor every opportunity to pre
sent his views and such proof as is avail
able relating to the reasonableness and
admissibility of the item. In this con
nection a simple and informal procedure
has been established for submission of
appeal and review requests. It is hoped
that the mentioning of this matter will
not result in wholesale appeals with re
spect to items wholly lacking in merit.
On the other hand, in any instance
where the contractor believes that he
has been dealt with unfairly, request
should be made for a review of the par
ticular decision.

Coöperation

with

Contractors

It is believed that the foregoing broad
outline of policies clearly demonstrates
that the Navy Department intends to
cooperate to the full extent with its
contractors. Any other policy would be
unthinkable, particularly under present
conditions. Cooperation is, of course, a
27

Wartime Accounting
bilateral proposition, and a high degree
likewise is expected of the contractor. In
this connection the quality of the
accounting work is of paramount im
portance to a satisfactory relationship
between the contractor and the cost
inspection forces of the Navy. The
proper handling of the accounting
responsibilities in regard to the follow
ing points will greatly facilitate the
performance of the Navy auditing work
as well as the prompt approval and re
imbursement of the contractors’ costs:
1. Maintain an effective system of in
ternal control.
2. Keep the accounting records in such
form that they clearly and equitably
reflect the costs applicable to govern
ment contracts.
3. Develop sound bases for the alloca
tion of indirect or overhead expense
as between various government con
tracts and commercial activities. In
this connection it is suggested that
studies be made at regular intervals
to support the reasonableness of the
allocation methods.
4. Segregate all known inadmissible
costs in separate accounts in order
that the Cost Inspectors will not
have to dig through numerous ac
counts and supporting detail to find
them.
5. If working capital permits, make re

quests for payment at regular inter
vals, say once or twice a month. The
preparation, examination, and clear
ance of numerous public vouchers
adds greatly to the work of both the
contractor and the Cost Inspector.
In listing the foregoing points it is not
intended to imply that there is any gen
eral lack of cooperation on the part of
the accounting forces of contractors.
The accounting records of the majority
of contractors are maintained at a high
level of accuracy and credibility and
most of the others, who are not so fortu
nately situated, are endeavoring to do
their best under admittedly difficult
circumstances.
Accounting under war contracts of
fers a great opportunity to the account
ing profession for the performance of
constructive service in system and pro
cedure work, as well as in solving tech
nical accounting problems. You can also
be helpful in fostering a spirit of cooper
ation and mutual fairness between the
contractors and the representatives of
the government. In this way a con
tribution, worthy of the highest tradi
tions of the accounting profession, will
be made toward the efficient perform
ance of the accounting and auditing
phase of the epic struggle in which our
country is engaged.

General Accounting Office Review
Procedure of War Contracts
BY E. w. Bell, Washington, D. C.
Chief, Auditing Division, General Accounting Office

General Accounting Office
The General Accounting Office was
created by the Budget and Accounting
efore we consider the review
procedure of war contracts as it Act of June 10, 1921. This act provides
affects your work and that of the that it shall be independent of the ex
departments and under the
General Accounting Office, allow me ecutive
to
tell you briefly something about the control and direction of the Comptroller
General of the United States.
General Accounting Office.
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Purpose of Creation
The purpose in creating the office was
to secure, independently of the execu
tive departments and other spending
and collecting agencies of the govern
ment, the uniform settlement and ad
justment of all claims and accounts in
which the United States is concerned,
either as debtor or creditor.
Duties
Some of the duties imposed upon the
General Accounting Office by the
Budget and Accounting Act of 1921,
are:
The rendering of decisions at the
request of the disbursing officers or the
head of any executive department or
establishment on any question involv
ing a payment to be made by them; the
settling of all claims by or against the
government; and the final audit of all
disbursements and collections in ac
counts of fiscal officers of the United
States who are required by law to
render accounts to General Accounting
Office.

Review of War Contracts
Cost-Plus-a- Fixed-Fee
War contracts with which you are
primarily concerned are the cost-plusa-fixed-fee type of contracts. These
contracts are entered into by negotia
tion, that is, without competitive
bidding, on a cost-plus-a-fixed-fee basis.
Before discussing such contracts, how
ever, I wish to call your attention to the
fact that generally the authorization
given by Congress for the negotiation of
contracts has contained an express pro
hibition against contracting on a costplus-a-percentage-of-cost basis. This
also applies to subcontracts made by
the prime contractor.
Illegal Contract Provisions
I should like to give you a few in
stances of some illegal contract provi
sions which have been encountered in

the review of cost-plus-a-fixed-fee con
tracts by our office.
An example of an irregular provision
was where a contract allowing advance
payments, as authorized by the statute
under which it was negotiated, was
modified by supplemental agreement to
provide for the releasing of the prime
contractor from liability for advance
payments made to third parties without
either the contractor or such third par
ties being required to furnish adequate
security for the protection of the inter
ests of the United States.
Another example was where the con
tracting officer attempted to bind the
government by providing in a contract
that final audit of the accounts relating
to it should be made by the government
not later than six months after comple
tion of the work. This was clearly be
yond the power of the contracting of
ficer since he was attempting to contract
away the rights of the government by
limiting the time within which the
General Accounting Office could exer
cise its statutory duty of auditing the
accounts of the disbursing officer.
I would like to give you just one more
instance, and that is where the contract
ing officer attempted to limit by agree
ment the nature and extent of the evi
dence which the contractor would be
required to furnish in support of vouch
ers covering reimbursement for amounts
expended by it in the performance of the
contract. While heads of departments
have been given broad powers with
reference to war contracts, such powers
cannot be considered as conferring au
thority to interfere in any manner with
the exercise by the General Accounting
Office of its statutory duty to audit the
accounts of disbursing officers; includ
ing its right to require such evidence as
may be necessary in support of any pay
ments made from appropriated moneys.
Reimbursable Costs
Now I would like to mention some
thing about costs which are reimburs-
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able under cost-plus-a-fixed-fee con
tracts.
There seems to be a widespread im
pression that any items of expense
approved by the government contract
ing officer are reimbursable. However,
the General Accounting Office does not
agree with that theory. While costplus-a-fixed-fee contracts should be
liberally construed, and the intention
of the parties as to what items are re
imbursable must be given great weight,
expenses not otherwise specifically pro
vided for—this is important—must be
shown to be reasonable incident to per
formance of work and to serve useful
purpose in fulfilling contract require
ments in order to be reimbursable.
I wish to stress at this point that
unusual items claimed as reimbursable,
which otherwise might appear doubtful,
should be fully explained and supported
by evidence to show that the expendi
ture was incident to the performance of
the work. For example, under a con
tract for ordnance supplies, there was
submitted to our office for audit a
voucher covering the purchase, one
week before Labor Day, of 300 bright
red hats, each to have a white feather
in its band. Of course the item was
questioned, but upon further explana
tion and evidence furnished, it was
found that the red hats were necessary
for effective safety measures at the plant.
Generally, a cost-plus-a-fixed-fee con
tractor may be reimbursed for moneys
due and payable for labor, materials,
and other necessary expenses incident
to the performance of the contract,
only after such payments have actually
been made.

2.

3.

4.

5.

6.

Non-reimbursable Costs
And now I would like to point out some
instances of payments made for items
which are of a non-reimbursable nature:
1. Contingent legal fees in securing
contracts are not reimbursable in
view of express provision of govern
ment contracts inhibiting employ

7.
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ment of any person to solicit a
government contract.
Salaries of corporate officers per
forming executive and managerial
services at the job site—as distin
guished from field-superintendence
functions under the direction of
other officers of the corporation—
may not be considered to be a re
imbursable item of superintendence
authorized by the contract, but
rather must be considered as a
salary of an executive officer, re
imbursement for which is specifically
prohibited by contract.
Where, under a cost-plus contract
with a partnership, purchases of
materials were made from individ
ual members of the partnership
resulting in profit to the firm in ad
dition to the fee stipulated in the
contract, such additional profit was
considered non-reimbursable.
Where, under a cost-plus contract
providing for reimbursement on
basis of actual expenditures or
actual net cost, materials were fur
nished for the project by another
division of the contracting company
at its sales price to dealers, the
profits arising from intra-corporate
purchases are non-reimbursable.
Where, under a cost-plus-a-fixedfee contract an architect-engineer
was required to furnish a survey
and topographical map for which
he received a fixed fee, but such
work was subcontracted and reim
bursement was claimed for the
amount charged by the subcon
tractor, the amount in excess of the
actual expense of the subcontractor
in performing such work was con
sidered non-reimbursable.
Entertainment expenditures made
by the contractor were held non
reimbursable since the contract
prohibited such expenses as an item
of cost, notwithstanding contrac
tor’s contention that such expenses
were necessary for the purpose of
obtaining the goodwill of the com
munity.
Expenditures which are personal to
an employee or as an incident to his
employment, such as, the cost of
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travel insurance against the risk of
railroad or airplane travel; travel
ing expenses to attend the funeral
of a relative; the cost of telegraphic
messages of a personal nature, local
income taxes of employees, and the
cost of a chauffeur’s license for an
employee, are not reimbursable.
8. Taxes and other similar charges
predicated upon profits or income
derived from the contract are not
reimbursable.
9. A case involving reimbursement for
royalties was where one contractor,
under a cost-plus contract, agreed
to pay another contractor for en
gineering services, data, and li
censes for manufacturing articles,
the designs and patents of which
were developed under a prior ex
perimental contract awarded by the
government and in which the gov
ernment retained the right to use
all patents and designs developed.
Such agreement and payments
thereunder have been questioned.
10. Occasionally, in the review of sub
contracts, especially those covering
negotiated-equipment-rental agree
ments, there are disclosed cases in
volving overstatements of values
with resulting exhorbitant rentals.
As an illustration of such a case,
several 1918 Liberty trucks, which
had been purchased by the sub-con
tractor back in 1920 for $375 each,
were valued for the purpose of the
rental agreement, at four times
their original cost, and were leased
to the prime contractor at a
monthly rental of $187—which is
equal to one-half the original cost—
for an initial period of about one
and one-half months, and at $90
per month thereafter. This was
in spite of the fact that the trucks
required extensive repairs and tires,
the expense of which was also pro
posed to be charged to the govern
ment. Such contracts have been
questioned.

Supporting Data for Reimburse
ment Vouchers
Now I shall discuss the subject of
data required by the General Account
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ing Office in support of reimbursement
vouchers. In order to make the matter
clearer, I wish to divide this data into
two classes. The first may be termed
contractual. In order that reimburse
ment vouchers for the purchase of sup
plies, materials, and equipment may be
audited by this office it is necessary that
there be available complete evidence of
the contractual relationship. Pursuant
to the provisions of section 3743, Re
vised Statutes, as amended, the written
evidence of all government contracts—
in whatever form—on which payments
are to be made, is required to be filed
in the General Accounting Office for
use in the audit and settlement of claims
and accounts. Nothing in what we may
call the war legislation expressly au
thorizes dispensation with the require
ments of this statute.
The second class of data required to
be submitted to the General Account
ing Office may be termed payment or
voucher data. In the audit of vouchers
there is for determination that with
each voucher there is supporting data
sufficient to show that a proper pay
ment has been made. The data required
is the best accounting evidence avail
able to reasonably show that service
has been rendered or supplies and ma
terials received, that the contract pro
visions have been complied with, and
that payment has been made accord
ingly.
Time will not permit outlining in
detail the requirements as to specific
items. Generally, the original docu
ments should be furnished in support of
reimbursement vouchers as such docu
ments constitute the best evidence
available.

War Project Audit
The audit of vouchers under costplus-a-fixed-fee and similar contracts
is now being performed at certain
large manufacturing concerns through
out the United States. This is definitely
not a preaudit but a quick post audit
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after reimbursement has been made by
a disbursing officer. The audit is per
formed while all the necessary support
ing evidence and contractual docu
ments are available for examination.
Thereafter, the original data will re
main in the custody of the government
agency subject to examination at any
time and, eventually, is for final dispo
sition at the direction of the Comptrol
ler General. If any exception is taken in
the audit the contractor, the field
auditor, and the disbursing officer are
immediately notified, and this is usually
done within ten days after payment.

Preaudit
One of the functions of the General
Accounting Office which is most mis
understood is that requiring the render
ing of advance decisions and the socalled preaudit procedure developed
thereunder.
Upon the application of disbursing
officers or the head of any executive de
partment or independent establish
ment, the Comptroller General is re
quired to render his advance decision
upon any question involving a payment
to be made by them or under them,
which decision, when rendered, governs
in the settlement of the account in
volving the payment inquired about.
Under this requirement there was de
veloped a preaudit procedure under
which vouchers and supporting docu
ments were submitted for audit after
such vouchers had been administra
tively approved but prior to payment.
This procedure was not compulsory but
was entirely voluntary with the depart
ments and establishments, and was used
only on the request of the agency con
cerned. However, in order to keep
abreast of the rapid acceleration in war
time activities and expenditures, the
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practice of preauditing vouchers, with
some minor exceptions, has been dis
continued.

Conclusion
Before closing I should like to give
you some indication of the volume of
exceptions taken by the General Ac
counting Office in the audit of payments
under cost-plus-a-fixed-fee contracts.
During the past year exceptions total
ing over $500,000,000 were taken to
such payments. That is a large sum.
The majority of these exceptions were
attributable to lack of proper support
ing data. If the supporting contractual
documents and other voucher data had
been furnished, 85 per cent of such ex
ceptions could have been eliminated. It
is possible that these documents may
have been lost or misplaced somewhere
between the project and the General Ac
counting Office in Washington, but you
will readily agree that we cannot make
an audit without the supporting data.
Where special situations arise with
respect to which a review or a con
ference may be desired, the matter
should first be taken up with the offi
cials of the department concerned. Only
in those cases where such officials are
unable to offer a solution to your prob
lem should the matter be taken up with
the General Accounting Office, and in
such cases a conference may be arranged
to be attended by representatives of the
contractor and of the department con
cerned.
If contractors and the government
departments will see that the contrac
tual documents and voucher data reach
the General Accounting Office most of
your clients’ troubles will be eliminated.
The real solution, however, lies in the
further extension of audits at the project
by the General Accounting Office.

Renegotiation of Contract Prices
By Dr. T.

h. sanders

Former chief of the Cost Analysis Section, War Production
Board, and member of Price Adjustment Boards; now on
faculty of Harvard University

Basis

for

of actual costs to an almost complete
absence of knowledge of any costs. In
these circumstances, it is a logical thing
to review the entire situation covering
all contracts, at certain points of prog
ress when the facts of production and
costs are much more definitely known
than at the time of the original placing
of the individual contracts. Such a
review affords the opportunity to utilize
later and more specific knowledge of
costs and production, and also to ob
serve the effects on costs and profits of
the cumulative volume of all the con
tracts. Another advantage is that it
avoids the endless and inconclusive
disputes concerning cost allocations
among different contracts.

Renegotiation

he legal basis for renegotiation

is contained in Section 403 of
Public Law 528. This section re
quires the contracting departments of
the government to insert renegotiation
clauses in government contracts, ac
tually to renegotiate government con
tracts, and to recover excessive profits
for the government when found. It
ought to be pointed out that the con
tracting departments were in fact re
negotiating contract prices before the
passage of this statute, and it would
appear that, having developed the
techniques of renegotiation, the depart
ments will feel it to be part of the
procedure of economical procurement
to continue to carry on a program of
review and renegotiation, whatever
changes in the statute might develop.
The practical basis for renegotiation,
the occasion or need for it, lies in two
main facts. The first is that individual
contracts are commonly placed by con
tracting officers in the first instance
practically as separate and independent
pieces of business. It is impossible to
review all previously existing govern
ment contracts with a particular con
tractor in connection with placing
another specific contract with him.
Especially is it impossible to compute,
with reference to setting the price of
a particular contract, the cumulative
profit results of all the contracts. The
second major fact is that contract prices
are determined on the basis of estimates,
which in reliability range all the way
from resting upon complete knowledge

General Methods
Renegotiation

of

Out of the foregoing considerations
has been developed the procedure
known as total or over-all renegotiation,
under which the entire government
business of a company for a specified
period, such as a fiscal year, is reviewed,
and the resulting profits examined.
Procurement officers have in the past
frequently reviewed individual contract
prices; they have done so under the
limitations already referred to, difficul
ties of securing costs on individual
products, even when they have been in
production some time; difficulties of
changes in specifications, and of alloca
tions of the many forms of joint costs.
Such product costs are always uncer
tain, always debatable. Total renego
tiation undertakes to look at the total
company picture; that is, the company’s
total government business, and later to
break down the results of renegotiation
by individual contracts if that be neces

Note.—The views here expressed are the
personal opinions of the writer, and do not
necessarily reflect the views of any govern
mental agency.
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sary. It may be of interest here to note
that this represents a financial account
ing approach to the problem, using the
contractor’s income statement to indi
cate what profits have been made, and
as a basis for considering whether or not
those profits are excessive. This is some
what at variance with a procurement
officer or purchasing-agent approach,
which is naturally concerned with the
individual transaction, Or contract, and
with making the best bargain in it.
Furthermore, the purchasing-agent ap
proach is in practice apt to be reinforced
by the legal approach, which is also
typically concerned with individual
contracts, and the written instruments
by which they are expressed. It may be
proper to point out, therefore, that a
certain facility in handling balancesheets and income statements, and in
realizing their significance, would seem
to be an essential part of the equip
ment of anyone engaged in renegotia
tion.
Thus it may be said that, based on
considerable experience with renegotia
tion, when excessive profits are found,
they are rarely the result of a premedi
tated effort of the contractor to earn
such profits, but rather the cumulative
effect of a large number of contracts,
often with enormous and unprece
dented volumes on the individual con
tracts. The only way in which it would
seem possible to review such situations
adequately, would be examination of
the total picture, as reflected in the
company’s periodic financial state
ments, at some interval after production
on war contracts has reached something
like a normal gait.

Information for Total Company
Renegotiation
In order to accomplish a review of a
company’s profits such as is here indi
cated, certain financial information
must be assembled. The principal in
formation consists in a series of balancesheets and of income statements for
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recent periods, including an estimated
income statement for the current period.
From the earlier income statements may
be developed a pattern of earnings
made by the company during peace
time years of more or less normal opera
tion, and thus supply one factor in the
criteria to be used later in determining
what profits may be regarded as fair
and reasonable. The balance-sheets will
indicate changes which have taken
place in the financial structure of the
company as a result of war operations,
including increases in plant, inven
tories, and receivables, and the extent
to which earned surplus may have been
enlarged by the retention of earnings,
and capital increased by additional
investment. Further reference will be
made later to uses of the balance-sheet
in renegotiation.
As Colonel Troper has shown in his
paper, it has become the policy of the
Price Adjustment Boards to gather as
much of this necessary information as
possible from published sources, and
from other departments of the govern
ment, such as the Bureau of Internal
Revenue, and the Office of Price Ad
ministration, and to avoid as far as
possible burdening the company with
requests for additional information.
Various experiments have been made,
and are being continued, to see how far
this can be carried. With regard to com
plaints which have been made in some
quarters as to excessive or unreasonable
demands for further information made
upon companies, two points need to be
remembered. The first is that an esti
mate of the income statement for the
current period is an essential part of the
factual data for renegotiation, and no
such estimate is available in published
materials or in other departments of the
government. The second consideration
is still more important, namely, that in
discussions involving such large amounts
of possible refunds to the government,
it would be entirely unfair to the com
panies to reach conclusions as to exces
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sive profits without giving them facts.
Cases have occurred in which company
officials have at first demurred at
furnishing certain information, on the
grounds that it might be available else
where, or be difficult to compile, only to
change their viewpoint when they came
to realize the magnitude of the financial
considerations which might be involved
for them.
In this connection some extravagant
statements have appeared in the press
as to the “swarms of auditors” and
“hordes of cost analysts” which are
being turned loose on business for
renegotiation purposes. The climax of
this sort of criticism was reached in an
article in the New York Herald-Tribune
on Sunday, September 20th, in which it
was estimated that the government is
employing 200,000 cost accountants on
renegotiation, and that business com
panies are forced to employ an addi
tional 300,000 cost accountants to cope
with the extra work involved. These
figures are so fantastic that one would
suppose they carry their own refutation
on their face. The fact is that the Navy
Price Adjustment Board has a total
staff of 22 accountants and analysts. It
has also a panel of something over 100
auditors, men of standing in the public
accounting profession, who may be
called upon as needed. At the time of
writing probably not more than 40 of
them have in fact been called upon, and
these for an average total of work of not
over three or four weeks each. The
ordinary single assignment to these
auditors is for a few days only.
The task of the War Department is
greater in volume than that of the
Navy, and it employs proportionately
more people, both accountants and
negotiators. But the War Price Adjust
ment Board also is anxious to keep its
machinery to a minimum. The fact
is that nowhere is any considerable
number of accountants or analysts em
ployed on work connected with renego
tiation.

Procedure in Renegotiation
The steps taken in arriving at a con
clusion as to fair or excessive profits in
a given case usually begin with a study
of the company’s net earnings for a
period of years, not only in the dollar
amounts, but expressed as percentages
of sales, of cost of sales, and of net
worth. This immediately brings to light
any substantial increases during the war
period. Increases in the dollar amounts
of net profits are not in themselves
significant, but if the earnings, as a
percentage of sales, increase from a
range of 5 to 10 per cent in peace
time, and become from 20 to 50 per
cent in wartime, then a prima-facie case
of excessive profits appears.
The more exact determination of the
amount of profits which may be rea
sonable, and the excessive amount, will
now be indicated by a series of simple
figures which will be wholly fictitious,
but will serve to indicate the methods
followed. For this purpose, assume the
figures in table at top of following page.
The figures would be examined by
the Board, who would wish to satisfy
themselves that the figures were in gen
eral reliable and consistent, and that
they rested upon a sound system of
accounting records. Questions would
probably be asked as to why the cost of
sales to government was expected to
increase from 75 per cent for eight
months to 80 per cent for twelve
months, why the volume of these sales
was expected to decline relatively dur
ing the last four months, why so little
profit was expected for the last four
months, what was the nature of the
commercial sales, and other such ques
tions tending to develop the validity of
the figures.
Let it now be supposed that all the
considerations later mentioned as af
fecting fair profits have been reviewed,
and that an agreement has been
reached with the company that a fair
profit on sales to the government, before
35

Wartime Accounting
Estimates of Income for 1942

8 Months Ending
Year Ending
August 31, 1942 December 31, 1942

%

Sales to U. S. Government............................ ..........
Cost of sales to U. S. Government............... ..........

100
75

Amount
$11,000,000
8,250,000

100
80

%

Amount
$16,000 000
12,800,000

Profit................................................................. ..........

25

$2,750,000

20

$3,200,000

Commercial sales............................................. ..........
Cost of commercial sales................................ ..........

100
52

$3,000,000
1,550,000

100
55

$4,000,000
2,200,000

Profit................................................................. ..........

48

$1,450,000

45

$1,800,000

Total sales........................................................ ..........
Total cost of sales........................................... ..........

100
70

$14,000,000
9,800,000

100
75

$20,000,000
15,000,000

Total profit...................................................... ..........

30

$4,200,000

25

$5,000,000

Total capital and surplus of company on January 1, 1942, $10,000,000

taxes, in this particular case for the
year 1942 would be $1,250,000. This
would mean that there must be refunds
to the government, or reductions in the
amounts to be paid by it, of $1,950,000,
and the resulting revised income state
ment for 1942 would be as shown in
table below.
It is necessary to state here again

that these percentages have no signifi
cance whatever except as illustrating a
procedure.

Methods

Giving Effect to
Findings

of

The exact method by which such an
agreement as the above would be ef
fectuated would depend on a great

Revised Estimates of Income for 1942

Year Ending
December 31,
1942

Sales to U. S. Government.................................................................
Cost of sales to U. S. Government..................................................................

% Amount
100 $14,050,000
91 12,800,000

Estimated profit..........................................................................................

9 $1,250,000

Commercial sales................................................................................................
Cost of commercial sales....................................................................................

100 $4,000,000
55 2,200,000

Estimated profit..........................................................................................

45 $1,800,000

Total sales............................................................................................................ 100 $18,050,000
Total cost of sales..................................................................................................
84 15,000,000

Total profit......................................................................................................

Percentage of total profit to invested capital 30.5%
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many factors, including the extent to
which the figures represented business
actually completed for a past period, or
estimates of business to be done in a
future period. It would further depend
on the extent to which the company
had received payment from the gov
ernment for its completed business.
With regard to these several categories,
the following possible steps may be
taken to give effect to the total ar
rangement:

refunds to the government of an
aggregate amount covering that
period. This may be done by wait
ing until the end of the year to
determine a single total sum to be
refunded, or it may be figured by
monthly instalments. None of these
methods of adjustment are intended
to preclude the possibilities of other
methods; indeed, it is a common
thing to find it necessary to work
out methods appropriate to the
particular case. The general pro
cedure is as shown by the examples.

(1) For the elapsed portion of the year
a refund might be arranged of part
Character of Settlements Made
of the profits made on the govern
When an agreement has been reached,
ment business of the eight months.
such
as is described above, can the
The agreed total reduction is $1,950,000. The profits of the first company count upon its being a final
eight months, or $2,750,000, are settlement for the year? This question
86 per cent of the estimated profits arises in various forms. The first one
of the year, or $3,200,000. Applying turns upon the reliability of the esti
this percentage to the agreed re mates on which the agreement was
duction, gives an amount of $1,- reached. These vary all the way from
677,000; the Board and the com being practically final figures, which
pany might agree on this as the will not vary from actual figures by
amount of refund for the eight
more than a minute fraction, to other
months’ period. This would leave a
balance of $273,000 to be collected Cases in which the estimates include a
during the last four months of the considerable range of uncertainty.
In this connection, reference may be
year.
(2) The business of the last four made to the statute provision that
months still remains to be done, so Renegotiation is to be done “at a period
that there is opportunity to reduce Or periods when, in the judgment of the
the prices. The total sales for this Secretary, the profits can be determined
period are estimated at $5,000,000, with reasonable certainty.” From the
on which the estimated profit is point of view of business, it is obviously
$450,000. The reduction for the last
desirable that a final agreement be
four months, $273,000, is 5.5 per
cent of the sales of $5,000,000 esti made as early as possible, rather than
mated for that period. It might be have uncertainty hanging over the
arranged, therefore, that in all situation indefinitely. On the other
billings to the government during hand, where the situation is unstable
this period, prices be reduced by and the estimates unreliable to a con
5.5 per cent.
siderable degree, the boards will feel
The company would probably reluctant to give a final clearance to the
make suggestions as other methods Company, and are likely to reserve the
of making the adjustment, and the right to review the situation once more
Board would consider these care when final figures are available.
fully.
The second question of this character
(3) In some cases, it is not found prac
ticable to make price reductions, arises when a final agreement has been
even for the remaining period of the made with the company, covering a
year, and it is then necessary to fiscal period, such as the year 1942. The
find ways for the company to make point has been raised as to whether
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such an agreement, executed by the
Secretary or the Under Secretary of the
Department, would be binding upon a
subsequent Secretary or Under Secre
tary who might be disposed to reopen
the case. This seems to imply a ground
less fear, and the opinion of high au
thority has been given to the effect that
the present holders of the office of
Secretary have power to make agree
ments which will bind their successors.
Another variation of this problem
arises when the contracting company
itself may not be ready to make a final
settlement, in view of possible variations
in future costs which may change the es
timated profits to a substantial degree.

Some Principles Affecting
Determination of a Fair Rate
of Profit
Certain principles bearing on the
question of a fair profit have been de
veloped and will now be discussed:
(a) Renegotiation is part of procure
ment procedure. It is not concerned
primarily with the determination of
a reasonable profit, nor with de
termination of exact costs. It is
concerned with the production of
war materials, and their procure
ment for the government at reason
able prices which allow no more
than a reasonable profit. Placing
the emphasis in this way entails
certain consequences. It is not
necessary for the boards to be very
exact or precise with respect to its
computations of costs and profits.
Their purpose is satisfied when they
have examined a situation and
reached a settlement with the com
pany under which the products of
the company are made available to
the government at reasonable prices,
which allow no more than a rea
sonable profit. In this way the
procedure is to be differentiated
from a taxing procedure, or from a
procedure aimed strictly at profit
limitation alone.
(b) It is necessary to agree on the prin
ciple that, as a general rule, war
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time business done with the govern
ment will carry a lower rate of profit
than the company’s peacetime busi
ness. The War Department Price
Adjustment Board has issued a
release stating reasons in support of
this principle. It is pointed out that
a company does not, in respect of
government business, perform all
the economic functions which it
performs on civilian business. The
latter is typically obtained as a
result of advertising and selling
effort, which are often carried on at
very substantial costs. Such activi
ties are largely unnecessary in the
case of business with the govern
ment, which usually seeks out the
contractor and urges new contracts
upon him. On the other hand, the
contractor may in some cases
undertake additional functions with
respect to war business.
(c) The size of government contracts,
the scale of manufacturing opera
tions they may make possible, the
length of production runs—all these
tend to make economies of produc
tion possible and to justify lower
rates of profit. In ordinary civilian
business, it is a common maxim that
rates of profit decline as volume
increases, and there is ample occa
sion for this in the case of govern
ment work.
(d) Another important factor in the
consideration of company profits
by the boards is that primary em
phasis must be placed upon earnings
before federal income taxes, rather
than after such taxes. The practical
considerations which businessmen
must apply to profits after taxes, are
well known to the boards, but they
cannot base their proceedings upon
that viewpoint. To do so would
mean in effect that the Boards were
consenting to reimburse companies
for the higher income taxes, with
the result that the taxing authority
of Congress would be nullified to
that extent. Moreover, any attempt
to allow contracting companies the
same amounts of profits after taxes
as they made before the war, would
set up a very great inflationary
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anxious to give credit for superior
performance in them. Such achieve
ments, therefore, as increasing the
volume of production, meeting or
bettering delivery schedules speci
fied in contracts, reducing costs and
prices, invention of new devices
useful in the war, development of
new production methods, coopera
tion with the government and with
other contractors, such as by mak
ing the company’s managerial skills
and superior methods readily avail
able to other contractors, and the
extent of conversion of the plant
from peacetime to wartime pur
poses, are all considered and recog
nition given for excellence in these
and other respects. A company
should, therefore, be prepared to
tell the story of its achievements
along these lines, and it is fair to
say, and very natural, that practi
cally all cases of heavy excessive
profits have been the result of ex
ceptional performance in some or all
of these factors. While, therefore,
the boards are giving effect to a
public policy which says that ex
cessive profits may not be allowed
on war work even for superior per
formance, yet the boards are very
much concerned to allow an ap
preciably higher profit for such
accomplishments than is allowed
for poorer results. Opportunity may
be taken here to emphasize the fact
that the boards are fully aware of
the desirability of maintaining the
incentive spirit in war production.
(b) The second main group of factors
includes the risks to which the con
tractor is exposed in working on
government contracts, especially
those on a fixed-price basis. These
include the prospects of changes in
material and labor costs, the haz
ards attending manufacture of new
and unfamiliar products, the possi
bilities of material shortages and
difficulties with priorities, risks un
der guarantees of performance of
products delivered, risks of termina
tion of contracts at the end of the
war, and the problems of post-war
adjustment.

spiral. All that the procurement
agencies of the government can
properly allow is a reasonable profit
before taxes, and it is the function
of Congress to determine what
proportion of that reasonable profit
shall be taken away as taxes. Any
other policy would set up business
in an advantageous position as
against other citizens, and would
never be tolerated. The significance
of the high tax rates to the company
are fully recognized, and their ef
fects are regularly computed in
particular cases; but for the reasons
stated the boards could not possibly
adopt a policy which would have
the effect of paying a company’s
taxes for it.

Factors in Determining Fair Profit
The boards have adopted the rule
that there is no single fixed formula for
determining fair profit in all cases.
They will in each case consider all the
circumstances and make their findings
accordingly. It is to be remembered
that renegotiation proceedings were
authorized by Congress because it was
found impossible to devise a single
formula which would be both equitable
and practicable in all cases. The boards
could not, therefore, very properly start
with the assumption that such a formula
is available. The principal factors which
are ordinarily considered by the boards
are here indicated, but it is perhaps of
even greater importance to make clear
that every company is given the op
portunity to tell its own story, and to
state the factors which, in the judgment
of its officers, should determine the
amount of profit to which it is reason
ably entitled.

(a) The first main group of factors may
be summed up under the general
heading, “Performance of the con
tractor.” Since the renegotiation
proceedings are part of a produc
tion and procurement program, the
boards are actively interested in
everything which will enhance re
sults in those operations, and are
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Here again it is important to em
phasize that the boards do not limit
their function to a mere measure
ment or estimate of existing risks of
the contractor. They also consider
whether a more equitable division
of those risks between government
and contractor may not be avail
able. Constant efforts are being
made by the legal staffs of the de
partments to improve contract
terms in respect of such matters as
termination, escalation, guarantees
of product, inspection, etc., and
cases have occurred in which the
contractor has been advised of more
favorable terms available to him
than were included in his contracts.
The main objective is to make con
ditions more favorable to produc
tion, and anything which will ac
complish that result, and which
comes to light in the renegotiation
proceedings, is made available to
the contractor.
(c) The contractor’s working-capital
position is reviewed from two view
points: first, as to his ability to
carry on operations under existing
conditions and, second, as to the
effect which any refund agreed upon
may have upon the contractor’s
financial position. More than one
situation has come to light in which
a contracting company would shortly
have run into serious financial
difficulties if it had not come before
a price adjustment board, and the
discussions before the board have
resulted in arrangements to improve
the situation. Larger companies
which have had regular and exten
sive business with the government
are, of course, generally aware of
methods of doing such business, of
the alternative terms available, of
the methods by which prompt pay
ments may be secured, and of the
various ways of financing such op
erations. But the present needs of
the government have brought thou
sands of companies which have had
no such experience into contractual
relations with the government, and
discussions with the price adjust
ment boards have yielded substan40

tial results to these companies other
than the adjustment of their profits.
(d) The extent to which the contrac
tor’s operations have been financed
by the government, whether in the
form of plant facilities or of current
advances, is another consideration.
A company which has furnished to
the government $100,000,000 worth
of supplies entirely by the use of its
own capital is obviously entitled to
a higher rate on that business than
another company supplying the
same quantity but largely financed
by the government. This factor
cannot, of course, be considered
alone, and may be obscured in the
final results by other considerations,
but no case is passed upon without
careful attention to this point.

Standards

for

Allowable Costs

It is necessary for the boards to
adopt a standardized basis in reviewing
the company’s income statements with
respect to questionable items of cost.
It is proper to say that this feature in
the proceedings has probably received
more attention than it deserves among
business and professional men. It ap
pears that some amount of criticism and
even resentment have developed as a
result of proceedings in which certain
items of cost have been referred to as
disallowed items. The fact is that the
total amount of such items has in the
great majority of cases been only a
minute fraction of the total business
under examination.
It should first be pointed out that
subsection (403 d) of the renegotiation
statute requires the examination of
costs, and the disallowance of certain
specified items of excessive costs, such
as excessive salaries or advertising ex
penses, and of excessive costs generally.
The boards are bound to review the
cases before them from this point of
view.
Phrases like “the erosion of allowed
profits” or “the incursion upon the
maximum of 7 per cent profit allowed ”
are becoming current; but so far as
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business practice in the treatment of
these items.

proceedings before the price adjustment
boards are concerned, these items are
not in themselves a serious factor. What
is usually meant in such cases is that
the company regards itself as entitled to
a higher rate of profit, after all such
debatable items have been disposed of,
than the board considers justifiable. In
one exceptional case where such dis
allowed items amounted to a really
substantial percentage of total sales,
the company was doing a commercial
business on which it earned, after charg
ing to it the items disallowed on govern
ment business, a rate of profit which was
more than generous. Furthermore, the
rate of profit allowed was on the basis
of sales volume, which under the in
fluence of war contracts was so enor
mously greater than normal that the
return allowed on invested capital was
very generous, to say the least. I have
yet to see the case where any treatment
of disallowed items has resulted in any
thing approaching injustice to the
company.
It might then be asked why the price
adjustment boards make any point
over disallowed cost items if they are so
relatively insignificant. As a practical
matter, the easiest course for the boards
to follow would be to ignore this whole
subject, and relatively little actual
damage would be done. But, as stated
above, the law requires some scrutiny,
and it is necessary to apply some stand
ard yardstick of costs as a regular prac
tice. The best known and most widely
used of such standard measurements of
cost is T. D. 5,000, or the revised state
ment known as “Explanation of Princi
ples for Determination of Costs under
Government Contracts.” This standard
is now chiefly applied in the auditing of
cost-plus-a-fixed-fee contracts, and it
represents a somewhat restricted defini
tion of allowable costs. In examining
fixed-price contracts, the boards take
note of all items of cost that would be
disallowed under T. D. 5000, but en
deavor to apply reasonable standards of

Contract Termination Provisions
One of the major risks to which busi
ness claims to be exposed in undertaking
war contracts is that arising out of the
right of the government to terminate
the contracts upon the cessation of
hostilities. Experience of the end of the
last war is often cited in this connection,
with very confusing effect. Representa
tives of business claim that the settle
ments then made under termination
clauses purporting to reimburse them
for their incurred costs, were often so
niggardly as to involve them in serious
losses, and still more, that the settle
ments were frequently so long delayed
as to result in constructive losses to the
companies. Officers of the War and
Navy Departments, on the other hand,
who were instrumental in making many
such settlements have frequently de
clared that in their experience no serious
losses were sustained by business, and
that claims were liquidated as promptly
as might be expected.
There is no difference of opinion as to
the principle that companies should,
upon termination of their contracts, be
made whole for the costs incurred by
them on such contracts to date. On the
contrary, there is constant effort to
devise termination clauses which will
better effectuate this principle, and
better safeguard the rights of con
tractors in this respect. Moreover,
there are termination clauses which, in
addition to providing for paying the
contractor his incurred costs, include
also a provision for allowing him a
proportionate profit on the amount of
work done, so that he is put in as good
position as if he had completed his
contracts to that extent.
It seems fair to take the view that the
right approach to this problem is to
develop improved legal and financial
practice in the handling of terminated
contracts, rather than to allow vague
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and indeterminate amounts of extra
profits on the assumption that con
tractors will suffer losses upon termina
tion. This would be the more true if the
principle is generally adopted, as would
seem reasonable, that contractors were
to be allowed a fair profit on work done
on terminated contracts, as well as the
costs incurred.

to this problem must be made by the
several government departments con
cerned, when we are near enough to the
end of the war to be able to discern the
form and extent of the provisions which
will be required. The problem will be
part of the general problem of post-war
readjustment.

Criticisms of Renegotiation
Proceedings
A number of charges have been made
against renegotiation, which ought to
be answered.
First, the statement was widely
quoted in David Lawrence’s column of
September 1, 1942, that “War ma
chinery production has continuously
declined since renegotiation law No.
528 was passed on April 28 last.” If this
were true, it would be a fact of gravest
import. But it is not true. War produc
tion generally has continued to increase
every month since April, 1942. Where in
particular cases production has been
impeded, it has been because of short
ages of materials, by changes in the
production program, and suchlike prob
lems in production. Renegotiation had
nothing to do with it. There is nothing
about renegotiation that need interfere
with production.
Second, it has been asserted that it is
the policy of the price adjustment
boards to allow each company only a
fixed dollar amount of profit, and there
fore to take away from business all
incentive to do a good job. This is not
true. When a board deals with a past
period, its work naturally results in a
certain definite dollar amount of profit
being left to the company; but in arriv
ing at that amount great weight is
given to the company’s performance,
and good performance is rewarded
when a board deals with estimates for a
future period, the results are commonly
expressed in a form which allows the
company to increase its profit by doing a
better job. It can increase its profits by
cutting costs, or by increasing produc

Provisions for Post War
Readjustments
The boards have adopted the rule
that provisions for readjustments and
reconversion after the war are not to be
allowed as costs in the determination of
profits subject to their examination as
to reasonableness. Everybody recog
nizes that most companies will en
counter costs for this purpose, in vary
ing amounts, but so far the Treasury
Department has made no allowances
for them in tax returns, and the procure
ment services of the government have
not recognized them as allowable costs
of government contracts. The general
reason for this attitude lies in the un
certainties surrounding the amounts
required, and the time when expendi
tures will be needed, for these purposes.
In other words, the policy is to win the
war first, and provide for the peace
when it seems nearer at hand.
It is not necessary to debate this pol
icy here. The concern of businessmen
to make this provision is understanda
ble, and is shared by responsible officials
of the government. In fact, it is recog
nized that the needs for this purpose
will be so vast and so widespread that
they will inevitably be an object of
public policy at some time, as they al
ready have been in England in the form
of the after-the-war rebates on taxes.
But it would be futile for the procure
ment departments to allow such pro
visions to be included in price, so long
as the Treasury Department makes a
practice of taking away some 90 per
cent of them by taxing them as profits.
In other words, a coordinated approach
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tion. A substantial margin of incentive tracts were that they offered no incen
tive to reduce costs, but on the contrary
remains in the picture.
Third, it has been stated that the awarded increased profits for increased
price adjustment boards are promoting costs. There is nothing of this about the
the adoption of cost-plus contracts. work of the price adjustment boards.
This also is not true, and the statement They are very well aware of the great
is based on a confusing play on words. importance of reducing costs, and are
The old form of cost-plus contract is constantly on the watch to reward good
still illegal. Neither the boards nor any performance in this respect, and to offer
other government agency can write such incentives for doing still better. Any
a contract. The only type of contract of statements to the contrary are not in
this nature now in use is the cost-plus-a- accordance with the facts.
fixed-fee type, a very different thing
Accounting Basis for
from the old cost-plus-a-percentage-ofRenegotiation
cost contract. As to these, I do not
The necessary contributions of ac
know of a single case where a contract
has been changed by a board from a counting to renegotiation will be ap
fixed-price basis to a cost-plus-a-fixed- parent from what has been said. The
fee basis. On the contrary, the general boards wish to be assured that the
attitude of the boards is to prefer the financial statements and estimates which
fixed-price contract, because of the come before them are reliable. This
means that such statements must be
incentive it leaves to the contractor.
But the critics then say, that although drawn from, or related to, books of ac
the boards do not literally put contracts count which have been kept in ac
on a cost-plus basis, the effect of their cordance with generally accepted ac
work is to approximate a cost-plus basis. counting principles. If the statements
This is where the waters run deep, and have been certified by public account
the unwary may easily deceive them ants, that furnishes an additional
selves. The fact is that with a few excep assurance to the board.
tions, like antiques and works of art, all
Latent in all these proceedings is the
discussions of a fair price relate price to question as to how far “generally ac
cost in some way. This was true in an cepted accounting principles” are ap
cient Greece and Rome; it was true in plicable in the highly abnormal condi
Europe in the Middle Ages; it is true in tions of the present time. In particular,
the United States today. It is true in the how far can we now rely upon the “go
nature of things. It is not necessary to ing concern” theory of an enterprise in
discuss the varied and intricate things stating its accounts? Clearly, the pres
that the statement may mean; it is ent war activities of business cannot be
sufficient to say that any consideration regarded as “going concern” in the
of fair price necessarily brings up ques sense in which it is applied to ordinary
tions of cost. The fact that renegotiation business enterprise. A company cannot
proceedings involve discussions of price regard the investment of money in
cost-profit relationships is inescapable. plant and inventories, and their recon
It is also unobjectionable. Whether prof version into cash, in quite the same
its be stated as a percentage of costs, or light as its normal peacetime activities.
of price, is a mere matter of convenience To some extent the realization of funds
in arithmetic. The same results may be so invested is more certain than in
arrived at by either process, by any peacetime; in other respects it is less
body who can figure correctly.
certain. Some instances of the latter
The objectionable features of the have been dealt with above, under the
old cost-plus-a-percentage-of-cost con- headings of “Contract Termination
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Provisions" and “Provisions for Post
War Readjustments.” It is entirely
proper to develop these thoughts in a
renegotiation proceeding, and to point
out their bearing in a particular case.
The dependence of renegotiation
upon accounting data makes the par
ticipation of accountants in the pro
ceedings an appropriate matter, and a
number of public accountants have al

ready accompanied their clients in ap
pearances before the boards. As far as
the presentation and explanation of
financial data are concerned, such ap
pearances seem to be in every way
helpful. There appears to be some dif
ference of opinion among accountants
themselves as to how far they should
participate in the actual renegotiation
discussion.

Fact Finding for War Department Price
Adjustment Board
By LT. COLONEL MORRIS C. TROPER
Member, American Institute of Accountants

HEN, in April of this year, I left dictable, products were started on in
behind me the vicissitudes of the midst of design, changes were the
public practice for a commission order of the day; factories had to be
in the Army of the United States, equipped,
I fell
changed over, retooled, par
into the midst of seething discussions on tially rebuilt, or newly built; the small
profit limitations. The Jack & Heintz tool industry among others had to be
case was causing considerable comment encouraged to do the almost impossible,
in ever widening circles and fears were etc. Costs could hardly have been a
rampant that, despite taxation, war popular subject under such conditions,
millionaires would once again be the either with the contractors or even with
inevitable result of wartime production, our own procurement officials.
notwithstanding the wholesome inten
From this cauldron there steams
tions of all concerned including, in the forth a great and mighty question mark
great majority, war contractors them as we attempt to mix the ingredients of
selves. Those in the political world
undreamed-of volume,
could hardly reconcile such a situation
lowering of costs,
with what might go on in the minds of
stepped-up efficiency,
constituents whose sons were being
unlimited initiative, and
drafted or whose businesses were al
the need for incentive
ready being affected adversely through
with
priorities for war requirements. On the
price ceilings and other inflationary
other hand, the exigencies of the situa
control measures,
tion demanded, and in fact still demand,
higher and higher taxes, and renego
that emphasis be laid entirely upon
tiation of profits.
production.
This set of circumstances necessarily
Added to these are other factors that
brought on certain inevitable con come into play—businesses with vary
comitants barely controllable in the ing capital investments, varying tax
period of feverish and hectic activity “shelters,’’ high and low costs of pro
following our entrance into the war. A duction, different rates of turnover,
great many of our needs were unpre varying risks, varying degrees of skill in
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manufacture, varying uses of govern
ment funds and facilities, varying op
portunities for subcontracting, etc.
Then, too, we ask, what will happen
if the war should end suddenly and war
contracts are all canceled, or, whether
it does or does not, what about our
huge inventories and the innumerable
post-war problems which will face
industry? If we are to preserve our
democratic way of life, both govern
ment and industry will have to face
these problems. No one wants to win
the war and lose the peace.
And, out of it all comes the great
question, What is a fair rate of profit?

Public Law 528
The history of profit regulation is too
well known to accountants to require
repetition here. However, it may be
well to dwell for a moment on H. R.
6868 which formed the basis for presentday renegotiation. In its original form
this bill contemplated (1) a sliding scale
of profits according to volume of busi
ness and (2) application to individual
contracts. Section 403 of the Sixth
Supplemental National Defense Appro
priation Act, 1942, eliminated both of
these objectionable features and a good
deal of the credit for this must go to
General A. H. Carter, Director, Fiscal
Division, Headquarters, Services of
Supply, whose untiring efforts in the
days when the bill was being considered
went a long way in ironing out a great
many of the inequities which threatened
from time to time to be enacted into
law.
Section 403 may be summarized as
follows:
1. Is applicable to War Department,
Navy Department, and Maritime
Commission contracts and sub
contracts.
2. Authorizes and directs to be in
serted in each contract and sub
contract hereafter made for an
amount in excess of $100,000:
(a) Provision for renegotiation of
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the contract price—which in
cludes the refixing of the con
tract price by the department
head—at times when the profits
can be determined with rea
sonable certainty.
(b) Provision for retention by or
repayment to the United States
of an amount of the contract
price found as a result of re
negotiation to represent exces
sive profits.
3. Authorizes and directs the head of
each department concerned, when
ever he finds excessive profits have
been or are likely to be realized, on
any contract or subcontract, of
whatever amount heretofore or
hereafter made, if the final pay
ment thereon has not been made
before the date of approval by the
act:
(a) To require the renegotiation of
the contract price which in
cludes the refixing of the price
by the head of the department
concerned.
(b) To withhold any amount which
is found as a result of the
renegotiation to represent ex
cessive profits.
(c) To recover any amount paid to
the contractor or subcontractor
which is found as a result of the
renegotiation to represent ex
cessive profits, and authorizes
appropriate court action if
necessary to make the recovery.
4. Directs heads of departments con
cerned in renegotiating the contract
price or determining excessive prof
its not to make any allowances for
salaries, bonuses, or other com
pensation in excess of a reasonable
amount, nor to make any allowance
for reserves or for any costs for any
amount which is excessive or un
reasonable.
5. Makes adequate provision for ac
cess to the books and records of
contractors and subcontractors for
purposes of audit and inspection
and for the furnishing by them, to
the heads of the departments con
cerned, of production costs and such
financial and other statements as
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may be required. (Reiterates pow
ers conferred by Title XIII of the
Second War Powers Act, 1942.)
6. Remains in force for a period of
three years following the closing of
the war, but the expiration date of
the law shall not affect nor abate
any suit pending on the expiration
date.

terest, that service, which has a majority
interest, usually will be assigned the
case. As a case develops, adjustment in
assignment may still be made if, for
one reason or another, it appears that a
different branch or department should
handle it.
In this connection, it should be noted
that the main Price Adjustment Board
generally will assign to itself the most
important contractors and, in special
circumstances, will reserve the right to
handle the case of any other contractor,
no matter how small.
In order to obtain uniformity of treat
ment, all settlements reached (over cer
tain amounts) by any Price Adjustment
Section will filter through the respective
chiefs of service or the Commanding
General of the Army Air Forces for
review and approval by the main Price
Adjustment Board.
On the other hand, it is the duty of
the Cost Analysis Section of the Fiscal
Division, Headquarters, Services of
Supply, to prescribe, supervise, and co
ordinate cost-analysis methods and
procedures in the supply services and
the Army Air Forces.
In all of the foregoing, distinction
should be made between renegotiation
proceedings under the Price Adjust
ment Board or one of the Price Adjust
ment Sections and those that may be
conducted by procurement officers who
still have the right to examine into
costs and profits of individual contracts.
The latter have no right, however, to
demand financial statements for the
purpose of renegotiation on the over-all
profit basis and renegotiations effected
by them may still be subject to re
negotiation under section 403 by the
Price Adjustment Board or one of the
Price Adjustment Sections to eliminate
excessive profits from the over-all
standpoint.

Organization
The foregoing is the keystone around
which a number of directives have been
issued in establishing the work of the
Price Adjustment Board and the Cost
Analysis Section in the War Depart
ment. The main Price Adjustment
Board is attached to the Office of the
Under Secretary of War, but the Under
Secretary has delegated his authority
for administrative purposes to the
Director of Purchases, Services of Sup
ply. The Cost Analysis Section of the
Fiscal Division, Headquarters, Services
of Supply, has as one of its purposes the
servicing of this Board. In addition,
each of the supply services and the
Army Air Forces have a Price Adjust
ment Section and a Cost Analysis Sec
tion. Ordnance has decentralized this
work still further and has established a
Price Adjustment Section and a Cost
Analysis Section in each of its thirteen
districts. The likelihood is that some of
the other services may in due time adopt
the same procedure. In this way, it is
hoped that substantial coverage, so
essential in arriving at an equitable
application of a law of this kind, will be
attained.
In order to avoid duplication and the
demoralizing effect of having a number
of government agencies investigating
the contractor at the same time or at
close intervals, assignments are made
by the main Price Adjustment Board,
after it has cleared with the Navy De
partment and the Maritime Commis
sion and the facts clearly indicate that
the War Department has the majority Determination of Excessive Profits
In general, cost-analysis sections will
interest in the contractor. Where more
than one branch of service has an in confine their activities to fact finding;
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the Price Adjustment Board, and sec
liance should be placed on the ratio
of profit to sales or to adjusted
tions, to an interpretation of the facts
costs, but the ratio of profit to net
and the determination of excessive
worth should be used as a check.
profits. While it is not the purpose to
7. In determining what margin of
develop here principles and policies of
profit would be fair, consideration
renegotiation, it may be well to sum
should be given to
marize tersely some of these factors in
(a) Pre-war profits of the contrac
order to have a more adequate idea of
tor and of the industry, espe
what we are aiming at in our fact
cially where war products are
finding.
similar to pre-war products.
The War Department Price Adjust
(b) Corresponding allowances to
other contractors manufactur
ment Board has expressed itself on this
ing like products or operating
subject upon various occasions, and
under similar conditions.
there are outlined below some of the
(c) Volume of sales, the allowable
principal considerations with the under
margin of profit being reduced
standing that these are just some of the
as volume increases.
principles and that even these may be
(d) Ratio of labor and burden to
subject to limitations and qualifications
materials included in the ad
in a given set of circumstances.
justed costs. A contractor per
1. The primary purpose of renegotia
forming its own contracts
tion is to arrive at the prices which
requires a greater margin of
would have been agreed upon when
protection than one which sub
the contracts were made if the facts
contracts most of its work and
now known had been known at that
a complicated manufacturing
time.
process deserves more consid
2. The existence of excessive profits is
eration than a comparatively
no indication that a contractor has
simple one.
taken undue advantage of the gov
8. Margins of profit may be adjusted
ernment or that the contracting
upwards or downwards to reflect
officers have failed to exercise their
consideration of the following fac
best judgment.
tors of performance:
3. Taxation can only reach excessive
(a) Quality of production.
profits long after they have accrued;
(b) Rate of delivery and turnover.
renegotiation should eliminate them
(c) Inventive contribution.
at the source.
(d) Cooperation with other manu
4. The ultimate aim is to find out
facturers.
what would have been a fair profit
(e) Economy in use of raw ma
before income and excess-profits
terials.
taxes. However, where such a prin
(f) Efficiency in reducing costs.
ciple might leave practically noth
9. Margins of profit should reflect
ing for the company or even result
consideration of the risks attributa
in financial embarrassment, because
ble to war production which a con
of overextension or little or no tax
tractor with fixed-price contracts
base, profit after taxes may be taken
(as against those having cost-plusinto consideration in order not to
fixed-fee contracts) must assume,
impair incentive to production.
such as,
5. A contractor is entitled to no more
(a) Increases in cost of material.
than a reasonable wartime margin
(b) Imminent wage increases.
of profit. It cannot be assumed that
(c) Inexperience in new types of
under war conditions a contractor
production.
requires as great a margin of profit
(d) Complexity of manufacturing
as under competitive conditions in
technique.
normal times.
(e) Delays from inability to obtain
6. Under existing war conditions re
materials.
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assist it in the performance of
its functions.
(c) Conducts preliminary surveys
and detailed studies of the op
erations of war contractors.
(d) When requested by the Board,
conducts field examinations of
the company’s books, records,
, and other documents at the
office of the contractor.
(e) Compiles comparative informa
tion regarding war contractors
falling within the same general
industrial classification.
(f) Attends conferences with, and
hearings of, the Board in an
advisory capacity on account
ing matters.
2. Prescribes, supervises, and coordi
Cost Analysis Sections
nates all cost-analysis methods and
procedures within the supply serv
A. The Cost Analysis Section of the
ices and the Army Air Forces.
Fiscal Division, Headquarters, Services
(a) Advises on organization and
of Supply, has, briefly stated, the fol
operation of cost-analysis sec
lowing functions:
tions.
1. Acts as a fact-finding body for the
(b) Supervises the installation and
Price Adjustment Board, with re
operation of the cost-analysis
spect to financial and accounting
procedures used.
data of contractors (who are deemed
(c) Reviews surveys of costs under
to have excessive costs, to be mak
specific contracts.
ing excessive profits, to be paying
(d) Coordinates the work incident
excessive salaries or bonuses, or to
to the examination of the cost
be setting up excessive reserves,
data of common contractors for
the purpose of avoiding dupli
etc.).
(a) Prepares forms of financial
cation of effort.
statements and other forms
3. Coordinates cost-analysis policies,
where required in obtaining in
methods, and procedures with the
formation from contractors.
cost-analysis sections of the
(b) Secures from the individual
(a) War Production Board.
supply services, the Army Air
(b) Navy Department.
Forces, governmental agencies,
(c) Maritime Commission.
such as Treasury Department,
B. The work of the cost-analysis sec
the Securities and Exchange
tions in each of the supply services and
Commission, the Federal Trade
Commission, the Reconstruc in the Army Air Forces may be sum
tion Finance Corporation, the marized as follows:
Defense Plant Corporation, the
1. Service their respective Price Ad
Office of Price Administration,
justment Section in a manner sim
the War Production Board and
ilar to that in which the Cost
others, Congressional Commit
Analysis Section of the Fiscal
tee, the Navy Department, the
Division, Headquarters, Services of
Maritime Commission, and
Supply, services the War Depart
from the contractor and sub
ment Price Adjustment Board.
contractors involved such in
2. Assist in curing excessive profits on
formation as the Board may
the part of contractors at the
request in order to expedite and
source, namely, at the time each
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10. In the case of a contractor with
substantial capital devoted to war
production, the ratio of the profit
determined upon to the net worth
at the beginning of the year should
be used as a check to ascertain
whether the contractor is making
a fair return on its investments.
11. No attempt is made to prescribe or
recommend actual percentages or
ranges of percentages, for use in
determining excessive profits. These
will vary under varying circum
stances. It goes without saying,
however, that contractors in the
same line of endeavor must be
treated alike in applicable circum
stances.
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contract for any sizable amount is
entered into.
3. Review contract cost forecasts with
contracting officers, examine care
fully into the components of such
forecasts, and through data at their
disposal attempt to establish the
reasonable correctness thereof.
4. Currently accumulate such data as
will enable procurement officers to
form a basis for
(a) Reviewing costs on new con
tracts, and
(b) Renegotiating specific contracts
on which the rates of profit are
deemed to be excessive.

Some General Principles
Fact Finding

(b) A forecast for the remaining
months of such annual period.
All other facts, barring exceptional
situations, are used as background and
in relation to the current year.

Procedure
The work of the Cost Analysis Sec
tion is initiated by the assignment to it
of cases by the War Department Price
Adjustment Board or the Price Adjust
ment Section, respectively. The request
for information on a particular con
tractor will be accompanied by such
financial and other data with respect to
the contractor as the Price Adjustment
Board or section may have acquired.
The Cost Analysis Section and its
respective Price Adjustment Board or
section will review the information just
referred to plus such other information
as may be obtainable from financial
manuals, the files of the supply services,
the Army Air Forces, or from other
governmental agencies or departments.
The purpose of this review is to ena
ble the Price Adjustment Board or sec
tion to ascertain whether there are gen
eral indications that the contractor in
question has made excessive, profits and
to decide whether a further examination
is warranted. If a further examination
is necessary, determination is then made
as to what additional data should be
requested from the contractor. Such
requests are restricted, wherever possi
ble, to copies of the contractor’s annual
reports to stockholders, outside audi
tors’ report, and other previously pre
pared financial statements, such as
management reports and reports filed
with governmental agencies.
Upon receipt of this information, the
Cost Analysis Section will analyze all
the assembled material and prepare its
report.
The Price Adjustment Board or sec
tion may determine that it is preferable
to have a member of the Cost Analysis
Section visit the contractor’s plant to
obtain the requisite information. In

on

There are given below some general
principles in connection with fact find
ing for renegotiation by the Price Ad
justment Board or section:
1. It should be realized at the outset
that, in the interest of production,
the contractor is not to be burdened
with requests for information ex
cept where absolutely necessary.
2. Facts developed in or for any of the
supply services or the Army Air
Forces or in any governmental
agency or department concerning
the contractor under consideration
are utilized before requesting specific
information from the contractor.
3. Statements or reports customarily
prepared by business enterprises
are utilized before requesting in
formation in any special form.
4. When it is necessary to send a
representative to the contractor’s
plant in order to secure the requisite
data, such a representative confines
his activity to a broad examination
and review of the contractor’s
records and is usually instructed to
avoid making any kind of an audit.
5. Generally, fact finding is restricted
to the over-all profit picture.
6. Fact finding is focussed on the
present fiscal or calendar year of the
contractor and seeks to develop
(a) The actual operating results for
the period already transpired
and
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such instances, as previously stated, the
examination is confined to the over-all
costs and profits of the contractor, and
no attempt is made to audit the con
tractor’s financial records or individual
contracts, except in extraordinary situa
tions.

Cost Analysis Studies
Reference to the topics listed below
has been found valuable in preparing
cost-analysis reports. The extent to
which these topics will be applicable in
an individual case will depend upon the
scope of the study required, the relative
importance of the information, and its
availability without unnecessarily bur
dening the contractor.

1. Government business
(a) Volume of government business
(prime and subcontracts).
(b) Government business separated
as between the War Depart
ment, Navy Department, Mari
time Commission, other govern
ment agencies, and other govern
ments of the United Nations.
(c) War Department business sep
arated as between individual
supply services and the Army
Air Forces.
(d) Amount of government busi
ness, prime and subcontracts,
of which delivery had not been
completed, or on which final
payment had not been made as
of April 28, 1942, and the
periods in which the costs and
profits were taken up on the
contractor’s records.
(e) Subcontracts in excess of $100,000 each.
2. Government financing
(a) Government financed facilities
and method of financing, e.g.,
R.F.C. funds, E.P.F. contracts,
etc.
(b) Government-owned properties
operated by contractor.
(c) Government advances on con
tracts.
(d) Loans guaranteed by war
agencies.
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3. History and background
(a) Pertinent historical factors.
(b) Important changes in manage
ment or control during the
period under review.
(c) Effect of tax-free or other cor
porate reorganization subse
quent to 1935.
(d) Contemplated changes in cap
italization during the current
fiscal year.
4. Affiliated companies
(a) The stock relationship with
affiliates.
(b) Items or services, entering into
government contracts, pur
chased from or sold to a com
pany or organization in which
the contractor, or any director,
stockholder, or employee has a
substantial interest, or with
which the contractor is affiliated
through a substantial stock
interest.
(c) Reasons for independent treat
ment of subsidiaries or de
partments. Subsidiaries or de
partments which operate in
dependently and/or which
the contractor believes justify
separate consideration may re
quire individual study.
5. Principle products
(a) Normal production.
(b) War production.
(c) The volume of output of the
contractor, e.g., in units or
pounds, etc.
(d) The volume and unit prices of
important procurement items
and a comparison with catalog
or commercial prices and other
contractors’ prices for the same
or relatively similar items; the
unit costs of such items.
(e) Rate of delivery and turnover.
6. Management and personnel
(a) Compensation (including bo
nuses, royalties, commissions,
and any form of extra com
pensation) to officers, directors,
and key employees for the
latest complete fiscal year and
interim period. The same data
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for these individuals for each
(d) Description of charges and the
prior year covered.
method of allocation of such
(b) Stockholders holding 10 per
items as:
(1) Patents and royalties.
cent or more of stock outstand
(2) Research and development.
ing.
(c) The labor position:
(3) Administrative and gen
eral.
(1) Current hourly labor rated,
(4) Selling, advertising, and
recent or potential increases,
distribution.
and the relation to rates in
(5) Maintenance and repairs.
the community and other
(6) Depreciation and depletion.
industries.
(2) Experience
as
regards
(7) Amortization of emergency
strikes and the losses re
facilities.
(e) Breakdown of sales, cost of
sulting therefrom.
sales, and profits between gov
(3) Number of employees in
recent years and their av
ernment business (prime and
erage earnings.
subcontracts) and commercial
(4) Total hours worked and the
business.
(f) Details on government business
percentage which repre
giving totals for:
sents overtime.
(1) Sales and cost of sales of
(5) The effect of training new
fixed price contracts.
employees on operations.
(2) Cost of sales and fees on
7. Balance-sheet
cost-plus-fixed-fee and man
(a) Comparative balance-sheets for
agement-fee contracts.
the last six years (or less if
(g) Reconciliation of major differ
sufficient) and at the most re
ences between costs and ex
cent date for which records are
penses charged on the books
available.
and those allowed under gov
(b) Analysis of surplus accounts.
ernment contracts.
fc) Working-capital position.
(h) Actual or estimated cost of ma
(d) Purposes for which special re
terials purchased from subcon
serves have been established.
tractors and included in cost of
(e) Method of inventory valuation
sales.
in use, the consistency thereof,
(i) Estimated
excess-profits-tax
the effect of any change and its
credit for the current year and
date of adoption.
basis for calculation of same.
(f) Value of privately financed
plants for which necessity cer
9. Other comments
tificates have been obtained or
(a) Nature of any extraordinary
applications filed.
risks.
8. Operating statement
(b) Price changes or adjustments
effected through previous rene
(a) Statements for the last six (or
gotiation or otherwise.
less if sufficient) calendar or
(c) Efficiency in reducing costs.
fiscal years and for the latest
(d) Effect of price ceilings on ma
interim period.
terials, products, or articles
(b) Budget or estimated operating
bought or sold by the con
statement for the current fiscal
tractor.
year.
(e) Major changes in basic account
(c) Analysis of cost of sales as be
ing methods or principles dur
tween labor, materials, and
ing the period under review.
overhead, and with respect to
(f) Method used for reporting in
the latter, the method of dis
come on long-term contracts.
tribution as between govern
(g) Method used for reporting
ment (prime and subcontracts)
cost-plus-fixed-fee contracts.
and non-government business.
51

Wartime Accounting
Although such agreements are final in
the sense that no further or subsequent
renegotiation for the period reviewed is
contemplated, the estimates upon which
the agreement is based will be subject
to review after the close of the current
year and, accordingly, a uniform pro
vision to that effect is generally in
cluded in agreements of this type.
The uncertainty of estimates requires
that the right be reserved to review
findings when final figures become avail
able, but it is the present policy to
allow final agreements to stand, unless
the actual results attained are mate
rially at variance with the estimates
upon which the settlement was based.
In the final view, if it is shown that
the increased profits have resulted from
extra effort on the part of the con
tractor to reduce costs, the latter will
be given the full benefit of that fact in
concluding the renegotiations.
The recovery of excessive profits,
whether estimated or actually realized,
may be effected through the payment
of cash by the contractor, either in a
lump sum, or on a monthly, quarterly,
or semiannual basis; by a reduction in
the price of undelivered articles covered
by contracts with the contractor, or on
such other basis as may be satisfactory
to the Under Secretary of War. The
monthly, quarterly, or semiannual cash
payments may be fixed at amounts
equivalent to a specified percentage of
actual net sales of such products or
materials as will permit the return of
the excessive profits set forth in the
concluding agreement to the best
practical advantage.
In this connection the matter of ad
justment of federal income and excess
profits taxes applicable to the amount
of the renegotiation settlement has
been resolved by determining the
amount of tax involved at the rates in
effect in the year in which the income
from the contracts under renegotiation
was reported, and deducting the amount
so determined in arriving at the amount

(h) Effect of shortages in critical
materials.
(i) Sizable plant facilities leased for
manufacture of war materials.

Concluding Agreements
The War Department Price Adjust
ment Board has directed that all renego
tiation proceedings shall be concluded
by written agreements executed by the
contractor and the Under Secretary of
War or his duly authorized representa
tive. These agreements are required to
be in such form as will meet with the
approval of the counsel for the Board
and, in the case of corporate contractors
must be accompanied by an attested
copy of the resolution of the board of
directors authorizing the consummation
of such agreement.
The concluding agreements consist
of two types, viz.:
1. Agreements applicable to cases
where further negotiations are con
templated, and
2. Final agreements where further
negotiation is not required or neces
sary during the balance of the
period.
In the first instance mentioned the
agreement contains a provision to the
effect that it is not final and is made
without prejudice to the determination
of any excessive profits realized or likely
to be realized for the period under con
sideration upon subsequent final renego
tiation under section 403, or any con
tract article inserted pursuant to same,
but no amount previously paid, or
credited to, or withheld by the govern
ment, as a result of any renegotiation
shall be refunded as a result of any
subsequent renegotiation.
The final agreement must be in a
specified form and state the amount
agreed upon as excessive profit, realized
or likely to be realized by the con
tractor, from prime contracts and sub
contracts described in schedules at
tached to and forming a part of the
agreement.

52

Technical Accounting Problems Arising from the War

to be settled by the contractor. This
method of tax adjustment is predicated
upon the principle that a portion of the
excessive profits, determined as a result
of renegotiation, was previously recap
tured by the Treasury Department in
the form of tax, and only the remainder
of such excessive profit is recoverable by
the government from the contractor in
the form of payment or price adjust
ment in settlement or renegotiation
proceedings. It is important to observe
the very fine distinction made under the
application of this principle, i.e., the
partial recapture of excessive profits in
the form of tax as distinguished from a
claim for refund of overpayment of
federal income and excess-profits taxes,
inasmuch as it is the position of the
Bureau of Internal Revenue that, under
existing law, the amount of such taxes
may be allowed as a credit or offset
against the taxpayer’s liability for re
payment of excessive profits. In line
with that position, the amount of the
repayment will not be allowed as a
deduction from income of the tax
payer for any year or years. (Internal
Revenue Bulletin No. 37, Sept. 14,
1942.)

which are being developed to cope with
the problems created by our entrance
into the greatest war in all history.
Operating under the handicaps of
material and labor shortages and a maze
of other difficulties, business has shown
amazing resiliency. It is certainly not
the intention of the government that
the renegotiation of contracts add any
additional weight to the already heavy
burdens of business. It is rather its in
tention to protect business from certain
stigma should it be seen after this war
that excessive profits were realized by
business, even though subject to heavy
taxes.
Investigations into profits are in
evitable, but renegotiation should pre
clude further inquiry into the years
covered and will afford the contractor
protection from criticism. This, many
contractors still fail to realize.
In view of these facts and realizing
the responsibilities involved in deter
mining profits on war business, you
should make every effort to encourage
clients engaged in war work to keep
cost records which will yield readily all
necessary data on the profits on govern
ment business. If the contractor’s rec
ords are not designed to reveal the
requisite information, he will undoubt
edly sooner or later find himself over
whelmed with requirements for informa
tion which can only be assembled at a
tremendous cost and a serious waste of
time. Accountants by exercising fore
sight in this respect can render service of
incalculable value to their clients, to
themselves, and to the profession.

Conclusion
In all of this work, certified public
accountants play an important role.
They can be extremely helpful in a field
of public service of mutual benefit both
to their clients and to their government.
They should familiarize themselves
with this relatively new field of en
deavor and the methods and procedures
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Problems in the Distribution of Overhead
Expenses on Cost-Plus-FixedFee Contracts
BY M. C. CONICK, PENNSYLVANIA
Member, American Institute of Accountants

ment” will be used synonymously in
lems respecting the determination this discussion.
As its title would imply, a cost-plusand distribution of overhead ex
fixed-fee contract calls for reimburse
penses on cost-plus-fixed-fee contracts.
This involves consideration of the kind ment by the government to the con
and types of contracts and the regula tractor for every item of cost properly
tions of the several governmental agen chargeable to its performance, especially
cies to determine the allowability for where the entire plant and facilities are
reimbursement and for the purpose of government owned and the contractor
determining costs under contracts being is hired to operate the same. The general
negotiated and renegotiated under sec experience, however, is much to the con
tion 403 of the Sixth Supplemental Na trary. As most of these contracts, when
tional Defense Appropriation Act, 1942, written, did not contain a statement of
approved April 28, 1942. There are all-inclusive costs, many items were
three types of cost-plus-fixed-fee con open to dispute and to varied interpre
tracts and two types of firm-price con tations, the burden of proof being at
all times on the contractor. Probably
tracts, and they are:
the most generally used document for
(a) Cost-plus-fixed-fee
determining reimbursable costs is the
1. Where all plant, facilities, ma familiar T.D. 5000, but it should be re
chinery, equipment, and inven membered that the predecessor regula
tories are government owned,
tion No. 4723 wa,s originally issued un
but are operated by a private
der the Vinson Act as a profit-limiting
contractor,
2. Where the plant is entirely measure and was not particularly well
owned and operated by the pri designed for the types of contracts un
der consideration. Subsequent pro
vate contractor, and
3. Where the plants are operated nouncements by the government were
by the private contractor, a por much clearer. With unprecedented ac
tion of the facilities owned by celeration of production for war pur
the contractor, and a portion poses and a corresponding reduction in
owned by the government.
the production for commercial uses, the
(b) Firm price
usual accounting concepts of the private
1. Where the facilities are wholly contractor have been somewhat subju
owned by the private contractor gated to the concepts as promulgated by
and operated by him, and
the government.
2. Where a portion of the facilities
Management in most cases still con
and/or inventory is owned by tends that its accounting concepts and
the government, the balance by
the contractor, and all operated expense policies of the past are, in the
main, fairly applicable in this period of
by the contractor.
war production. Government disagrees
The terms “contractor,” “private with this concept, principally upon the
contractor,” “client,” and “manage premise that war production is generally
54
his is a discussion of certain prob
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ing policies by government field men.
While these all add to the problems of
management we must not, in this dis
cussion, overlook the problems confront
ing the government in this regard. Its
field staff is composed, for the most
part, of raw recruits, young in experi
ence, and faced with the job of regu
lating expenditures of almost astronom
ical amounts incurred at unprecedented
speed. With the memories of the last
war, the government is looking ahead
with the view of minimizing the possi
bilities of persons acquiring vast for
tunes at the expense of the country at
large. This calls for governmental regu
lation of the first order, even at the ex
pense of being controversial and possibly
arbitrary.
What then are some of the specific
problems in the determination and dis
tribution of overhead expenses on gov
ernment contracts? In view of our lim
ited time I have selected eight questions
for this discussion.

free of the risk and competitive hazards
present in peacetime.
Management contends that the sanc
tity of its war contracts should be pre
served unless bad faith can be shown.
Government believes that some man
agements have abused salary and ex
pense policies, as well as profit margins,
and should, therefore, be policed and
restricted. Management favors exposi
tion and punishment of the chiselers
among their number, but feels that this
should not be done merely as a means of
forcing a reduction of prices or an aban
donment of long-established expense
policies, believed to be in the interests
of efficiency in production not only prior
to this war, but for the duration, and
for the period of reconstruction which
will certainly follow after the war.
Management generally believes that
government wants a fair determination
of these problematical and controversial
questions and that they can and will be
decided upon mutual confidence and
trust.
Management is most favorably im
pressed with the ableness of the men in
the executive branches of the govern
ment charged with the responsibilities
of formulating the rules and regulations
for the determination of accounting
facts, but has observed a lack of in
dustrial experience on the part of gov
ernment field men, which, coupled with
the fear of possible surcharge in de
termining costs, has caused unnecessary
delays in settlements and has sometimes
raised questions out of all proportion to
the amounts involved.
The problems of management are
further increased through the apparent
lack of definite closing agreements with
respect to costs which have been de
termined and agreed upon. Such de
terminations appear to be never-ending
and all too many, occasioned by subse
quent re-openings by succeeding gov
ernment field men. This condition is due
in part to the apparent lack of consist
ency in the application of account

Question No. 1. If wage payments
under an incentive plan are a proper
inclusion in the base for the distribu
tion of overhead, why should special
premiums, bonuses, and overtime
paid in addition to the incentive-plan
wage be excluded from the base in
instances where speed in production
of war materiel is rewarded in the
form of such special premiums,
bonuses, and overtime payments?
Direct-labor costs, although some
times measured in dollars paid, may
also represent hours of production. Pay
ment may include the employee’s day
work rate times his elapsed hours, plus
a special premium because of the nature
of the operation, plus a special bonus
for time saved, and an overtime pay
ment for expediting delivery of the job.
There is no question respecting the ad
missibility of these payments as a cost,
but if direct-labor cost is the basis of
overhead apportionment such special
premiums, bonuses, and overtime pay
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ments should not, according to para
graph 12 of the “green book,” be in
cluded in the base for the distribution
of overhead. If such special premiums
and bonuses save time with a correspond
ing reduction in the cost of production
of war matériel, their exclusion from
the direct-labor-overhead base may bur
den one contract to the advantage of
another, and furthermore is a violation
of an accounting principle so ably ex
pressed in a definition of direct labor by
Dr. Sanders at the International Con
gress on Accounting in 1929, viz: “The
general rule that all items which can be
treated as direct charges will be so
treated results in making all labor a
direct charge if any suitable basis can
be found for allocating it to specific
units of product. When all direct labor
has been disposed of in this way the
residue, consisting of indirect labor,
will be included in the manufacturing
overhead.” Unless this point is au
thoritatively clarified, a problem will
arise for many industrial concerns in
adjusting their accounting for labor
and overhead.
The foregoing exclusion is probably
based upon the government’s longestablished concept of labor relations.
In general, government agencies are not
able to take advantage of some of the
employer-employee relations which have
enabled private industry to operate
more successfully in the production of
certain items than has the government
in its own plants. For instance, generally
all labor employed by the government
is on a day-rate basis, which does not
permit the government shops to take
advantage of many of the incentive
plans—piece work, etc., used success
fully in private industry to accelerate
production.
There are no places in governmentoperated plants for bonuses for excep
tional performance. Increases in rates
of pay are governed by regulations that
do not permit the same freedom of
action in reimbursing an exceptional
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employee individually, as can be done
in private industry.
In private industry all jobs are on a
competitive basis and in case of failure
there are no civil-service regulations to
cement a person to his job. Government
employment favors longer vacations
with pay, longer time for sick leave to
be accumulated if not used, and earlier
retirement after certain years of service
on partial pay regardless of the age of
the employee.
Bonuses paid to employees for sugges
tion awards and outstanding contribu
tions on the employee’s part for im
proved operation are usually frowned
on by government auditors, as they
consider this kind of effort as part of the
employee’s regular line of duty.
The government’s concept and that
of private industry in the matter of
labor accounting are too far apart—
they should be more closely reconciled,
especially since government is now do
ing most of the hiring, at least in
directly.
Question No. 2. What should be done
with expense variances developed un
der standard costs which cannot be
specifically assigned to a given order
or product? To what extent is an
unfavorable volume variance due to
activity an admissible cost? Should
favorable volume variances caused
by war production be apportioned
as between war and civilian produc
tion or to war production alone?
Standard costs, among other things,
develop expense variances. Such system
is acceptable for cost determination
under government costs only if the
variations are restored properly so that
actual costs are obtained. This presents
the problem of allocation to products,
orders, or operation.
If the variance was due to setting the
standard above or below the efficiency
bogy, it would seem proper to allocate
such variance to the product of a given
department based on the ratio of the
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of, say, 75 per cent of normal load and
with all current activity on war work,
the problem arises as to whether or not
the 75 per cent load should bear the
total cost of maintaining all facilities.
If an important part of the facilities
are entirely idle due to lack of war
work which could be accommodated by
these facilities, the 75 per cent load,
I believe, should not be charged with
such unfavorable volume variance.
However, if such facilities are used an
appreciable part of the time on war
production, somewhat more than 75 per
cent but less than 100 per cent of nor
mal load, any unfavorable volume va
riance should, I believe, be allowed as an
admissible cost on war contracts.
If favorable volume variances de
velop, credit should be allocated on the
ratio of the products going through the
department, both war and civilian. If
allocation to products is not feasible
and the production is predominantly on
war contracts, credit to war contracts
for the full variance, I believe, would be
proper until such time when war pro
duction starts on the decline and civilian
production becomes a factor. Favorable
volume variances under such conditions
should then be equitably apportioned to
war and civilian production in the light
of the circumstances.
While the foregoing treatment of
variances is generally applicable to in
dustries engaged in the production of
consumption goods, a different treat
ment is possible in the case of heavy
durable-goods producers presently en
gaged in the manufacture of a very
high volume of its regular line of prod
ucts needed for use by other contractors
in the production of war materiel.
If in such industry the standards, or
normals, are predetermined and based
upon an eight- or possibly ten-year cycle
adjusted to current trends as well, with
the result that unfavorable variances
will develop in periods of low activity
within such cycle and favorable vari
ances will develop in the periods of high

product for each order to the total prod
uct going through the department. If
the variance resulted from the cost of
making payroll deductions for war
bonds, first-aid, and air-raid instruc
tions and campaigns, such expense may
be allocated on the same basis.
If the variance resulted from addi
tional plant protection made necessary
to protect against sabotage of war prod
ucts in process of manufacture or such
expenses as overtime due to abnormal
plant activity caused by war produc
tion, expense of instructing new work
ers, and damage caused to the product
by new and untrained workers, alloca
tion should be made specifically to the
war product involved.
Expense variances are apt to creep in
on account of increased costs of inspec
tion not anticipated in advance of the
contract. Most industries have, from
years of experience, found it advisable
to make inspection and tests of the
articles they are producing. It has also
been found less costly to make adjust
ments for faulty construction after ship
ment rather than to avoid adjustment
by more rigid inspection and tests in
the course of production. The Army and
Navy are of necessity inclined to go to
the extreme of avoiding all field trouble
by the adoption of a more rigid inspec
tion and test at the place of manufac
ture. This latter policy tends to increase
costs. Failure to provide for such tests
and inspections in the original estimates
may result in fixing the contract fee or
price at too low a figure. Experience has
also shown that, regardless of the rigid
ity of inspection and test before ship
ment, the possibility of adjustment
expense in the field still remains and
that all war contracts should specifically
indicate the responsibility for such ex
pense.
Standard costs also develop variances
resulting from volume activity. If the
contractor’s plant is used in its entirety
on government contracts no problem
arises. If it should be used to the extent
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activity, some contractors may contend
that the two variances should be bal
anced against each other; accordingly,
such treatment would result in a credit
to profit and loss under present operat
ing conditions tp the extent of the
favorable volume variance developed.
Such treatment of a favorable volume
variance today would mean a profit to
a contractor engaged in a cost-plus-afixed-fee contract in addition to the fee;
the reason being, in the case of sale of
durable goods, that the present-day
abnormal sales will result in low volume
and unfavorable variances after the
war, which must be borne by the con
tractor.

administration and distribution ex
pense. Some attempt distribution against
specific product, but have found that
the lack of a specific correlation of the
expense item to the product raised un
ending questions. Pooling of the ex
pense items so as to make one general
spread to the products has been frowned
upon by some because pooling tends to
obscure the true relationship of the
expense to the products involved.
The more practical and equitable ap
proach seems to lie in the method by
which an all-over study is made of each
of the principal items making up the
administration and distribution expense
and thus determine (a) that the costs
incurred are reasonable in light of ex
perience before war production com
menced, and (b) a basis of allocation
between lines of products followed by
the contractor as developed by him
through the years of “trial and error”
before this war. This, I believe, would
provide a basis to bring to light un
reasonable costs and lead to a basis of
allocation based upon experience and
practical judgment.

Question No. 3. Should general ad
ministration and distribution expenses
not related to a specific contract or
government contracts in general be
pooled and apportioned on a ratio
between costs or sales values or
rather upon the most reasonable basis
applied to each principal component
of the total?
The determination and apportion
ment of general administration and dis
tribution expense, unless definitely fixed
in the contract, presents one of the
most controversial items in obtaining
reimbursement. Government auditors
usually scan these expenses with a finetooth comb and generally with the
attitude that none are admissible and
should be financed through the contrac
tor’s fee, even though such fee had been
originally determined on a basis of
net profit for contractor’s services.
There seems to be a lack of a practical
understanding of the task of a contrac
tor in having developed a nationwide
commercial and administrative organ
ization, also the fact that while the
expense in connection therewith may
be curtailed, its maintenance is essential
to the efficient handling of both war and
commercial products.
The problem arises in respect of an
equitable distribution of the general

Question No. 4. Is the “fixed fee” or
the “reasonable profit” intended to
be net profit after all admissible costs
but before federal taxes or after all
costs but before federal taxes? Is the
contractor expected to turn his facil
ities over to all-out war production
and to allocate all inadmissible costs
to a low volume of civilian products?
I believe that it is generally under
stood by this time that the “fixed fee”
or the “reasonable profit” will be con
strued as the net profit to the contrac
tor after admissible costs and before
federal taxes. This interpretation, which
I believe was not originally appreciated
by some contractors, raises the very
serious question as to how he shall
recover the inadmissible costs. Mani
festly, allocation to and absorption by
the relatively low volume of civilian
goods may be out of the question. Here
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the contractor faces the problem of
determining the extent to which his
investment may be dissipated.
Since the contractor must determine
net profits in the light of expenses to be
incurred after the war necessary to re
convert his facilities to peacetime opera
tions and to pay for other similar war
contingencies (the reserve for which is
not allowed as a deduction for federal
tax purposes), it is conceivable that his
present federal taxes may exceed the
net profit computed after deducting
therefrom the contingent expenses fac
ing him after the war.

fall behind from a competitive
standpoint, and result in its bank
ruptcy after the war. On the other
hand, a company should not be al
lowed to recover research costs
greatly in excess of those it would
incur upon the same volume of
business in normal times, if entered
into without specific reason.
(b) It would seem against the interest
of the country to discourage any re
search which might prove of value
in future war production in the event
of an extended war, even though
“unreasonable” in the light of com
parisons with prior years.

Question No. 5. What is a “reasonable
portion” of research, experimental,
and development costs which are not
related to current manufacture, but
are devoted to future improvement in
and application of the products?
The inadmissible costs listed in para
graph 54 of the “green book” do not
include research, experimental, or de
velopment costs. They are, however,
mentioned in paragraphs 16, 17, 32,
and 33. Paragraphs 32 and 33 state
that a reasonable portion of such costs
may be allocated to the cost of per
forming the contract, even when re
lated to future improvement. However,
if it actually is the intention to disallow
any portion of such expenses, the con
tractor is confronted with a problem in
respect of which the following points
may be considered:
(a) Current work (including war work)
has obtained the benefit of past re
search, and is not again charged for
the same. It would seem fair to
charge such current work with research for future product, as long as
the expenditure is not out of pro
portion to the consistent program
followed in prior years. Further
more, such research expenses may
vary from time to time as the re
quirements of the business and new
ideas are developed, and the word
“reasonable,” if interpreted too
strictly, may cause a company to

Question No. 6. Why are extraor
dinary expenses arising from strikes
or lockouts, and possibly insurance
or provision against sabotage, floods,
war damage, fire, public liability, and
explosion insurance excluded from
admissible costs?

Extraordinary expenses arising from
strikes or lockouts are definitely listed
as inadmissible costs in paragraph 54
(h) of the “green book” while para
graph 27 (a) allows “Premiums for
various kinds of property insurance”
and paragraph 29 (d) allows “Pre
miums or dues on compensation in
surance.”
In connection with war contracts the
contractor should give particular at
tention to both insurable and non
insurable hazards. Strikes and lockouts
are probably the most notable among
the non-insurable. Perhaps the extraor
dinary expense in connection there
with has been disallowed as a cost on
the grounds of “political expediency”
or that they are non-recurring, or so as
not to relieve the contractor of his
responsibility of endeavoring to avoid
such incidents. The hazards neverthe
less exist, and some contractors believe
that government has the same respon
sibility in their avoidance and should,
therefore, share the cost if the strike
or lockout is unavoidable under the
circumstances.
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and contends that the same should
come out of his fee.
Any rule, which will not permit the
contractor to recover currently the cost
of his commercial advertising (intended
to effect sales) which he did consistently
in many years before the war, may re
sult in the contractor’s sacrificing a
goodwill built up over a long period of
years. Such a rule is, therefore, too harsh
and destructive. Some contractor may
see the basis for a claim of obsolescence
of goodwill directly attributable to the
government contracts which he was
obliged to take.

Losses arising out of sabotage, floods,
and war damage are in some respects
non-insurable. Experience indicates that
under cost-plus-fixed-fee contracts the
contractor is usually required to obtain
approvals of the government for all
purchases, among which insurance cov
erage for insurable hazards is included.
When a hazard is one for which the gov
ernment does not ordinarily insure, it
has frequently disallowed insurance
premiums if such hazard was insured by
the contractor.
Question No. 7. At what point does
advertising expenditure become an
inadmissible cost?
The general rule, as set forth in
paragraph 51 of the “green book,” is
that advertising intended to effect sales
is an inadmissible item of cost, but also
designates that the cost of advertising
of industrial or institutional character,
not intended primarily as an aid in
selling particular products but essen
tially for the purpose of offering finan
cial aid to trade and technical journals
because they are of value in the dis
semination of trade and technical in
formation for the industry, will be
admissible on the grounds that such
expense is not really an advertising ex
pense. So, the contractor has a problem
of determination as well as allocation.
In the general rule just referred to,
I can see the application of the usual
governmental attitude to all things of
competitive and commercial nature. For
example, the Comptroller General has
definitely ruled that memberships in
chambers of commerce are a non
reimbursable item of cost. Private in
dustry has always considered con
tributions to community-chest drives,
charities and civic organizations, local
welfare, and morale associations as an
aid in bringing about a better employer
employee relationship. The govern
ment, believing apparently in utter
isolation, usually frowns on any such
expense as a reimbursable item of cost,

Question No. 8. Is it reasonable to
classify provisions in reserve accounts
for repairs as inadmissible, since much
of this work must, of necessity, be
curtailed and postponed?
We all know that repairs are neces
sary when ordinary maintenance fails
and its expenditure is certain but is
deferred to a period longer than main
tenance and less than replacement. This
calls for some plan of equalization
analogous to the provision for deprecia
tion. If the facts can be shown that
repairs have been neglected, curtailed,
or postponed because of the need for
all-out production of war material,
provision for the reserve would conform
to sound accounting practice.
For the past twenty years most fa
cilities have been subjected to the usual
one eight-hour shift a day as compared
to the three shifts or almost continuous
running under present demands for
production.

Other Questions
If time permitted, it would be inter
esting to explore other accounting prob
lems arising from the conditions of this
war. For example, we could consider the
reasons for not admitting interest on
borrowed capital, but I should want to
avoid the same discussion in respect of
interest on invested capital. We could,
I am certain, touch upon the knotty
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(or should I say naughty) questions
dealing with the reasonableness of com
pensation paid to officers and em
ployees. Then, too, there is the question
of determining what portion of the sales
expense was incurred simply to sell the
goods.
However, I feel that the questions

regarding the determination and dis
tribution of overhead expenses on gov
ernment contracts which I have here
raised, and many similar ones, will be
discussed in the immediate future, and
the working out of the correct answers
will be of great value to our profession
and to all accountants in general.

Plant Accounting for Government Owned
Property
BY JAMES H. BARRETT, MICHIGAN
Assistant Secretary and Assistant Treasurer, Murray Corporation of America
here is hardly a phase of indus

shall be purchased or installed if
defense corporation shall object
trial accounting that has been
thereto within three (3) days of the
more neglected than accounting
for fixed assets. You undoubtedly know receipt of such written advice.”
of many cases where the cost of such 3. “All bills of the vendors for ma
chinery purchased by lessee for the
accounting would have paid good divi
account of defense corporation pur
dends in relation to taxes, to insurance,
suant to the provisions hereof shall
and to good plant housekeeping. How
be promptly submitted by lessee to
ever that may be regarded, a new and
defense corporation accompanied by
greater importance should be given to
a certificate of lessee, executed by
this subject when the ownership of such
one of its officers duly designated for
that purpose, to the effect that the
assets rests in the government. For the
items covered by such bills are in
purpose of studying such a situation, a
cluded in and necessary in connec
simple defense plant corporation ma
tion with the acquisition program,
chinery-and-equipment lease will show
that the prices thereof are in its
the objectives to be attained and the
opinion fair and reasonable, and that
methods of accounting control.
such bills are proper for payment.
There are several features of such a
Such bills, and other costs of the ac
lease which bear upon the situation:
quisition program when approved
1. A schedule of assets to be acquired
by defense corporation, shall be
(Appendix A) has been previously
promptly paid by defense corpora
negotiated and the total estimated
tion.’ ’
cost thereof is inserted in the lease as 4. “Lessee agrees that it will not, with
the maximum to be spent by D.P.C.
out the prior written consent of de
2. “Lessee shall from time to time ad
fense corporation and the..............
vise defense corporation, in writing,
.... Department, use such site,
of the items of machinery which
buildings, and machinery for any
lessee shall propose to purchase for
purpose except for the manufacture
the purpose of the acquisition pro
and furnishing of..............................
gram and the estimated cost thereof,
.................................... and other
and shall forthwith proceed to pur
products for the government unless
chase the same in the name and on
lessee shall make available for such
behalf of defense corporation; pro
manufacture and furnishing other
vided, however, that no such items
facilities of substantially equivalent
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tion, in order that the property account
ant may properly classify it, particu
larly as substitutions may be made in
the acquisition program after Appendix
A has been approved.
The buyer then obtains quotations,
three or more, if possible. These are
listed on the reverse side of the requisi
tion in the space provided. A provision
is also made for recording the reason
for the selection of a particular quota
tion, which might be price, or delivery
date, or quality. Such a record will
serve to guard against criticism of the
selection. Incidentally, such a record
can provide an important check on a
buyer when used for all purchases,
whether for war work or not.
The second medium of control is
through a requisition register. Devia
tions from the planned program must
be detected before the purchase order
is issued. It is therefore important that
all purchase requisitions clear through
the property accountant before the
commitment is made. A requisition reg
ister has been prepared in which is listed
the various items appearing in Appendix
A, In most cases a separate register
sheet should be used for each item num
ber. The property accountant compares
the requisition with the requisition
register to determine if there is a suffi
cient balance available for the proposed
purchase. If the amount of the requisi
tion is sufficient to overrun the available
balance, it must be referred to the exec
utive in charge of the acquisition pro
gram, together with all pertinent facts.
The reason for this is that an overrun
on one item may prevent the pur
chase of some other item which is more
vitally needed.

productive capacity. Lessee also
agrees that as long as this lease re
mains in effect it will eliminate all
charges (including all charges for
amortization and depreciation) ex
clusive of the maintenance, taxes,
and insurance provided for herein,
for the site, buildings, and the ma
chinery to be provided hereunder,
or, as the case may be, for any such
substantially equivalent productive
capacity, from any price charged the
government or any supplier for the
government.”
5. So long as this lease remains in ef
fect, lessee shall make available to
defense corporation and the..........
.......... Department for audit and
inspection, its records pertaining to
the acquisition of the site and the
programs and the operations of the
plant and any of the machinery.
Defense corporation and the..........
......... Department shall have the
right to inspect the site, buildings,
and machinery to be provided here
under at all reasonable times during
the continuance of this lease.
6. The lessee has an option to acquire
all the assets at the termination of
the war at cost less depreciation at
predetermined rates, or to negotiate
for any particular items desired.
From this brief analysis, these objec
tives naturally follow:
1. The control of expenditures as to
items purchased and their cost, indi
vidually and in total.
2. The records and reports required by
D.P.C. and other government agen
cies.
3. The control of the use and location of
D.P.C. equipment.
The first means of control is through
the purchase requisition. Appendix A
will have been prepared, listing each
kind of item to be purchased and
grouped by fixed-asset classifications.
Each listing should have been given an
“item number.” From this list, pur
chase requisitions are prepared by the
plant engineer. It is important that the
item number be shown on the requisi

For example, item No. 69 may show
on Appendix A as:
1-2000 Ton Bliss Hydro
Press........................... $65,900
whereas the purchase requisition may
be presented for:
1-Hydro Press for Guerin
Process.......................
$68,000
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Inasmuch as the items in Appendix
A include the estimated cost of installa
tion, the property accountant reports to
the executive in charge of acquisition
that there will be an overrun of $2,100
plus the cost of installation. Upon inves
tigation, the executive learns that the
expenditure for square shears will be
but $27,800 against item No. 52 for
which the appropriation was $36,000.
By balancing the overrun on the one
item against the underrun on the other,
the executive is able to approve the req
uisition for item No. 69 without jeop
ardizing other items in the acquisition
program.
When the requisition is in proper or
der, D.P.C. inventory numbers are
assigned and entered on the requisition.
These numbers are issued in series
blocked off for the various classifica
tions of plant assets, such as machinery,
laboratory equipment, and transporta
tion equipment. When more than one
identical unit is ordered on one requisi
tion, it is advisable to use identical
D.P.C. inventory numbers with indi
vidual suffixes such as 6029-1, 6029-2,
etc. These are the inventory numbers
which must be stamped and tagged on
the machines or pieces of equipment
and must be shown on the purchase
orders and vendors’ invoices. The req
uisition number, quantity, description,
D.P.C. inventory numbers, and price
are posted in the requisition register.
Not until the requisition has been en
tered and approved by the property ac
countant should any purchase commit
ment for the item be made.
A special purchase-order form, bear
ing instructions for invoicing and the
required governmental stipulations is
issued in sufficient copies to provide
three copies for the D.P.C. engineer in
charge. He will return one of the three
with his approval noted thereon, which
copy may be used for accounts-payable
audit. If the shipment is to be made by
common carrier, a governmental bill of
lading is sent to the vendor to provide
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a means whereby inbound freight on
D.P.C. items will be billed to the gov
ernment at government rates.
Vendor’s invoices and freight bills are
audited in much the same manner as the
contractor’s own purchases. The invoices
and freight bills are then forwarded for
payment through government channels.
A complete set of documents should be
retained in the lessee’s files for his pro
tection.
Identification tags are provided show
ing the ownership by D.P.C. and bear
ing the D.P.C. inventory numbers.
When a machine or unit of equipment
arrives in the receiving department, the
property record field man is notified. He
stamps the D.P.C. inventory number on
the unit and securely fastens the D.P.C.
tag over the stamped number. Appur
tenances such as motors, switches, etc.,
which are attached to the machine are
also numbered, using the machine num
ber with a suffix, such as 515-A, 515-B,
etc. The field man reports to the prop
erty accountant the location to which
the unit is being delivered. Changes in
location should be reported to the prop
erty accountant by the plant engineer.
The property ledger should be as
complete as the one used for the lessee’s
own assets; that is, complete in every
pertinent detail. It should be arranged
by D.P.C. inventory numbers and
should provide for the recording of all
changes in location. Every D.P.C. in
ventory tag number should be ac
counted for in this record. Portable
tools—as, for example, electric drill
motors—may be charged to a tool crib,
and issued therefrom on tool checks.
The latter would not be recorded in the
property record, the tool crib being
considered the location. It is vitally
important that no alterations or changes
in the identity of D.P.C. assets be per
mitted without the approval of the
D.P.C. engineer. Plant men do not
always follow the rules; therefore, con
stant vigilance and patrol on the part
of the field men is essential.
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D.P.C. lease arrangement, there should
be no difficulty in exercising control in
a manner similar to that for equipment.
Contractors’ material can be checked in
and out of the premises. The contrac
tors’ employees can be recorded on
time-clock cards and their classification
of work checked by the lessee’s time
keepers. The contractor can be required
to keep his cost separate for various
parts of the project.
The control of the situation rests
upon the property accountant. The req
uisition register will provide the unused
balance for any item number or any
asset classification. By this means over
runs may be avoided. A weekly report
should be issued showing for each asset
classification the amount of the Ap
pendix A appropriation, the amount of
purchase commitments, and the unused
balance.
There we have the elements of con
trol. We have a reasonable check on the
buyer. We can prevent the expenditures
from exceeding the authorized amount.
We can readily report at any time on
the status of the acquisition program, in
total or for any item. We know what
D.P.C. equipment is in our possession,
and we should be able to locate it. Last
and not least, we have the complete
history and cost of any piece of equip
ment to which we might like to acquire
title after the war.

Installation work of an appreciable
cost may best be done by outside con
tractors. Their invoices must show the
cost for each piece of equipment in
stalled. If the installation work is done
by the lessee’s employees, some diffi
culty may be encountered in recovering
the full cost of the installation, as allow
ances for burden may be disputed. If
the lessee’s employees are used, detailed
work orders should be issued under the
control of the property accountant.
The same will apply to any small items
of equipment built in the lessee’s plant.
These work orders should be cleared
through the property accountant and
entered on the requisition register. No
work should be done without his ap
proval. One copy of the purchase requi
sition and one copy of the vendor’s
invoice should be furnished to the prop
erty accountant for his files. By filing a
copy of the requisition in numerical
order for each asset classification, in
stant reference may be had to provide
details for any item recorded in the
requisition register. The posting of the
vendor’s invoice opposite the related
item in the requisition register will
serve to provide a control for the prop
erty ledger, and a check on the accu
racy of the register. Some variations will
occur, particularly in the items of freight,
installation, and work-order charges.
If a building is to be erected under a
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APPENDIX A
PURCHASE REQUISITION FOR EXPENSE MATERIAL
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Problems of Accounting
for Materials Furnished by Prime Contractors
to Fixed Price Subcontractors
BY JULIAN A. HAWK, OHIO
Member, American Institute of Accountants

of materials are usually handled bet
T has been said that this nation has
ter by the purchasing department of
performed an industrial miracle in
the prime contractor.
the speed with which it has con
3.
The
prime contractor may retain
verted from peacetime pursuits to the
better
control over materials and
production of war materials in great
production schedules when he buys
quantities. If this be true, then un
all the items necessary for the con
doubtedly one of the principal reasons
tract.
for it has been the adoption of the policy 4. A more uniform quality can be se
of spreading the work through sub
cured by purchasing all the mate
contracts. This enabled the facilities of
rials.
small plants to be used for the war pro 5. Price savings may be effected by the
use of the larger purchasing power of
gram under the supervision of the man
the prime contractor.
agement and engineering ability of the
larger plants. In many cases it is known 6. More favorable prices may be se
cured from subcontractors when they
that over one half of the processing on
are asked to quote only for the labor
large war contracts has been spread to
necessary to a certain process on
subcontractors.
materials furnished to them.
A program of such value to the war
For the foregoing, or other reasons,
effort has nevertheless not been without
its problems to the accounting depart most contractors have adopted the pol
ments of war contractors. Often entirely icy of furnishing critical materials to
new departments have been set up and outside processors, although seldom do
new accounting methods devised to purchasing departments have any fixed
control the transactions between the rule in this respect.
contractor and the subcontractor. Of all
Reasons for Existence of
the problems involved, the one of the
Accounting Problems
greatest magnitude appears to be that
If all the subcontract relationships
of accounting for materials furnished by
the contractor to its subcontractor.
were singular in nature, that is, out for
one processing operation only and then
Reasons for Furnishing Materials returned to the contractor, the account
A great deal of confusion and work ing problems involved would be far less
could be avoided if the subcontractor difficult. However, in many cases the
did his own purchasing of materials. materials pass through several proces
However, this has generally been found sors’ hands before arriving at the con
to be impractical, due to the following tractor’s plant, and often the material is
converted from steel billets, or other
reasons:
raw
materials, to a highly precisioned
1. The subcontractor may have diffi
culty in securing materials because part or subassembly, before it is ever
of his credit rating, or because of less seen by the contractor. On the other
ability in his purchasing department. hand, materials may be routed into the
2. Problems of priorities and allocation contractor’s plant at some points of the
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absorbed by the prime contractor. Due
to these losses it is always difficult to
establish an accurate conversion factor
to convert pounds of raw stock to fin
ished pieces. The problem then arises
as to whether it is better to account for
inventories of such raw stock on the
basis of pounds, pieces, or dollars. Scrap
loss and material rejections add further
complications.
Accounting for pieces or units raises
fewer problems, for here it is largely a
question of accounting for quantities in
the hands of processors. These materials
lend themselves much more readily to
accounting control, either on a unit
basis or a dollar basis.

processing for an inspection or a process
before going on to the next processor.
Also, materials furnished to subcon
tractors may be shipped from the prime
contractor, from the supplier of the
prime contractor, from another proces
sor, or thdy may come from a combina
tion of sources which the purchasing
department may arrange for, in order to
secure an adequate supply.
The problem of insurance and taxes
on the materials consigned to subcon
tractors is another one with which the
prime contractor must cope. In order to
meet this, the contractor must have
records so that accurate monthly inven
tories may be taken for reporting pur
poses. He must also be able to show the
correct inventory in the hands of the
processor at any time, in order to prove
a loss in the event of fire or other
catastrophe.
Then there exists the very important
problem of inducing the subcontractor to
keep accurate records of the materials
flowing through his plant, so that dis
crepancies which arise may be properly
checked. This may be very difficult
when dealing with small plants with in
adequate office personnel.

Use

of

Flow Charts

In order to create a basis from which
to work in the control of materials
furnished, some contractors have found
the preparation of flow charts for each
piece or part to be very helpful. This is
especially true where there are a great
many parts being processed at outside
plants, and where a single part passes
through the hands of several processors
before completion.
These flow charts serve as a visual
medium of recording the arrangements
made by the purchasing department for
the routing of materials from prime
vendors, through various processors’
plants, back to the prime contractor.
They are especially valuable where
more than one processor is secured to
perform the same operation and the
materials are alternately routed through
different channels of production. Up-todate revisions enable responsible depart
ments to keep currently informed of
changes of processors or new sources
of supply which may have been found
necessary by the purchasingdepartment.
Flow charts are of value, not only to
the accounting departments, but also
to other factory departments, such as
purchasing, receiving, inspection, and
material control. They are also found to
be useful by the government representa

Classes of Materials Furnished
The materials furnished to subcon
tractors consist of two main classes—
raw stock and partly processed pieces
or units. The accounting problems of
the two are greatly different, the raw
stock being the one causing the greatest
difficulty.
Raw stock consists of bars, sheets,
tubing, or other material which has not
yet been cut or formed so as to take
shape or identity as a piece or unit. In
the process of cutting or shaping the raw
stock to the dimensions required, there
may be end losses or other cutting
losses, which cannot be determined ac
curately in advance, due to variations
in the sizes and dimensions of the raw
stock. Losses of this nature are not the
fault of the subcontractor and must be
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back to the processor without difficulty.
However, there is some doubt as to
the legality of such transfers under
existing regulations of the War Produc
tion Board. Moreover, many contrac
tors are unwilling to transfer title to
materials to subcontractors of small or
unproven financial ability, due to the
possibility of financial loss, or because
the materials could conceivably be used
on other production. Then too, if blan
ket insurance policies are carried cover
ing materials at outside points, title
must be retained for this purpose. Fur
ther, many subcontractors refuse to
accept the charge for materials fur
nished them on the grounds that they
are only the custodian for the materials,
and their responsibility is only for their
return after processing. Also, purchasing
departments occasionally have to cancel
a subcontract for unsatisfactory per
formance, in which case they want to
be able also to transfer consigned ma
terials without delay.
A variation of the direct billing
method just described is the consign
ment billing method. This plan provides
for billing materials at cost on a con
signment or memorandum invoice, title
being retained by the contractor. The
subcontractor is expected to carry rec
ords of the materials and to bill them
back to the contractor when shipped at
the memorandum material charge, plus
his processing charge. The contractor
carries the consigned materials on his
books as “outside inventories” until
shipment of parts is made by the sub
contractor, at which time the outside
inventory account is relieved by the
unit material cost of the parts shipped.
If parts are shipped directly to another
subcontractor for further processing,
the material cost of the parts is trans
ferred by memorandum billing from
the inventory account of the first proc
essor to that of the second processor,
to which is added the processing charge
made by the first processor, plus trans
portation charges.

tives stationed at the prime contractor’s
plant. Some of the uses to which they
may be put by the accounting depart
ment are:

1. To provide information for checking
variations in unit costs of parts com
ing through differently routed chan
nels of production.
2. To provide a quick reference for
checking incomplete posting media
coming into the cost and inventory
control departments.
3. To provide information for checking
proper disposition of freight and
transportation charges on shipments
by processors or suppliers.
4. To provide information for internal
auditors to trace inventory discrep
ancies on materials charged to pro
cessors.
5. To provide information for inde
pendent auditors in their audit veri
fications of outside inventories.

Charging Subcontractors on a
Value Basis
Undoubtedly, the easiest method of
accounting for materials furnished sub
contractors is to charge them on a dollar-value basis at the time the material
is shipped. In turn, the subcontractor
takes it up on his books as a purchase
and pays for it. Upon completion he
rebills it to the prime contractor at the
cost to him plus the processing charge,
usually agreed upon in advance as a
fixed price per completed unit. This
method contemplates the passing of
title to the materials, although they are
usually furnished on a purchase order
on which the use to which they will be
put is specified.
The chief advantage of this plan is
that it relieves the prime contractor of
the necessity of accounting for inven
tories of materials at outside points,
and he need take into his costs only the
invoices from subcontractors for parts
received from them. In addition, the
contractor has no problem of loss
through scrap, theft, or other material
loss, and rejections may be charged

69

Wartime Accounting
If parts which are partly processed by
the prime contractor are shipped to a
subcontractor for further processing, it
would be necessary under this plan to
bill them to the processor at a standard
unit cost. These standards would then
have to be adjusted to the actual from
the cost records of the contractor.
This method supplies the contractor
at any time with a dollar-value account
covering materials in the hands of any
processor. Differences between this to
tal and the physical inventories should
normally be accounted for by scrap or
loss reports. If not so accounted for, it
represents a shortage usually charge
able to the processor.
If the subcontractor should be mak
ing subassemblies containing many dif
ferent parts and materials, this method
may prove particularly advantageous.
The standard material cost of completed
units is credited to the inventory ac
count, and it is unnecessary to make the
detailed conversion to the number of
pounds or feet of the component ma
terials on the part.

Charging Subcontractors
Unit Basis

on a

However, many contractors believe
better control of materials may be
maintained by charging consigned ship
ments on a unit basis rather than a dol
lar basis. They believe subcontractors
are more cooperative toward it. They
also think there is less likelihood of
error, especially where materials or parts
pass through several processors’ hands
before being returned to the contractor.
Then too, purchasing departments may
dislike to disclose their material costs to
processors, especially if such costs might
be quite favorable, due to volume pur
chases or a long period of business rela
tions with the supplier.
Under the unit billing method, the
contractor may invoice the raw stock to
the first processor in pounds or feet, or
he may bill it in the number of pieces or
units which it will make, by applying to
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the raw stock a predetermined conver
sion factor. However, the latter method
is only practical in a limited number of
cases, due to the difficulty therein of ac
counting for scrap or other material loss.
If the raw stock be charged in pounds
or feet, shipments of finished parts must
be converted to the same denomination
by using the conversion factor. The
credits for shipments, plus scrap and
other loss reports, should show the re
maining amount in inventory. It is very
important that the inventory records of
the contractor and subcontractor be
reconciled reasonably often to discover
possible errors and shortages and the
causes thereof, before they have pro
gressed too far.
After the raw stock is once converted
into pieces, the accounting problems
become largely a matter of accounting
for unit quantities. The greatest diffi
culty herein is the indifference or care
lessness of subcontractors in checking
shipments in and out. Often they don’t
take the time to count units in ship
ments, but merely accept quantities as
shown by packing slips. Others may
make their count by the use of a com
puting scale which may result in a dis
crepancy between their count and that
of the shipper. Discrepancies in count
between one subcontractor and another
are difficult to reconcile, because it is
hard to get either to accept a charge for
the shortage.

Methods Used to Control
Quantities
In order to control quantities fur
nished to subcontractors, each is usu
ally required to report on a special re
ceiving slip the quantities of materials or
pieces received, and a complete expla
nation of any differences from amounts
shown on the packing slip of the shipper.
Invoices for each shipment made to
the next processor must be sent out
promptly to the prime contractor.
Monthly statements should be sent by
the contractor to each processor show
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ing a transcript of all charges and cred
its to his account during the month,
and the balance charged to his inven
tory account at the close of the month.
Some contractors also enclose a cer
tification form on which the processor is
requested to certify to the balance in
his possession at the statement date,
and reconcile any difference by showing
items in transit, etc., thereon. Scrap or
other loss reports must be furnished
promptly by the processor in order to
keep the accounts in reconcilement.

report to the prime contractor accord
ingly.
When quantities listed on a scrap re
port are in feet or pounds and the con
tractor’s inventory record is carried in
pieces or dollars, it is necessary to apply
the conversion factor in order to relieve
the inventory account by entry of the
scrap report. It is, therefore, helpful to
have processors prepare their scrap re
ports on the basis which is used for in
ventory control by the contractor, if at
all possible.
The question as to whether excessive
scrap losses can be charged back to the
processors raises many interesting prob
lems. In ordinary times there would be
little question about it. But during the
present emergency when the contractor
needs their cooperation so badly, he
probably cannot be very adamant if
they strenuously object. However, if the
scrap loss is charged back, it should be
charged at the material cost, plus all
prior processing charges and transpor
tation charges.
The methods of reporting and ac
counting for rejections are much the
same as for scrap when such rejections
are made by a subcontractor. If the re
jection is caused by defective material,
the processor must usually be paid for
his operations thereon up to the time of
the rejection. But if it is caused by de
fective workmanship, he may be charged
back with the accumulated cost of the
part to him, plus his own operation cost.
The receiving and inspection depart
ments of the prime contractor also send
through rejection reports. This some
times raises the question of which proc
essor is responsible and should be
charged. In any case, the inventory ac
count of the last processor must be cred
ited with the quantity rejected, and the
account of the processor responsible
charged with the loss.

Problems of Handling Scrap
and Rejections
Accounting for scrap and material
loss is probably the most difficult prob
lem of all in accounting for materials
furnished to subcontractors. Probably
the easiest method, and one which is
often used, is the allowance of a fixed
percentage of the total material fur
nished for loss from scrap. Any losses in
excess of this percentage are charged
back to the subcontractor, unless other
arrangements are made. However, this
method is not always practical for the
reason that engineering changes, sub
stitute materials, and variations in sizes
of materials furnished may make it im
possible to determine a standard per
centage for scrap loss. Also, scrap loss
usually diminishes with experience in
production.
Under such conditions the subcon
tract agreement usually provides that
all scrap is the property of the contrac
tor. It would also ordinarily call for the
reporting of all scrap losses to the con
tractor on scrap reports. These reports
are made in as many copies as neces
sary, and should include the part num
ber, description, units or quantity
scrapped, reason for the loss, and dispo
sition of the material. Many contractors
have material expediters who make a
physical inspection of the scrap listed
on the scrap reports and also investigate
the reasons listed. They authorize the
sale or other disposition of the scrap and

Inventories
Periodic physical inventories should
be taken by the internal audit depart
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ment of the prime contractor. This is
very important, as it is the only sure
way of discovering whether the subcon
tractor is properly reporting receipts,
shipments, scrap losses, or other dispo
sitions. It is also necessary to determine
the accuracy of conversion percentages
used to convert raw stock to parts or
pieces. Then too, it serves to inform the
prime contractor as to the methods used
for storing and requisitioning the ma
terials furnished and whether they are
commingled with other materials or per
haps diverted to other uses.
Physical inventories are a problem in
many small plants due to lack of facili
ties for properly weighing or counting
materials. It is usually found best to
take the inventories when stocks in the
hands of processors are at a reasonably
low point.
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Conclusion
In the foregoing remarks we have at
tempted to indicate some of the many
accounting problems resulting from the
furnishing of materials to subcontrac
tors. May we suggest that any who may
be getting into it be sure not to under
estimate the job. It requires resource
fulness on the part of the accounting
departments and the flexibility to
change procedures on short notice to
meet changed conditions. It requires a
great deal of cooperation and patience
in the relations with the subcontractor.
These things may mean long hours in
the accounting departments of many
plants. However, they console them
selves with the thought that they are
making a vital contribution to the war
effort.
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APPENDIX A
FLOW CHART

SUBASSEMBLY S 3694
Part F 2398

Y. Forging Co.
Pittsburgh, Pa.

Raw Forging

Prime Contractor

Inspection
F 2398 A

Prime Contractor
Mach., H.T. Mach.H.T.&
Broach,Insp. Inspection
F 2398 F
F 2398 D

C Tool Co.
Dayton, Ohio
Machining
F 2398 B

D. Heat Treating Co.
Dayton, Ohio
Heat Treat
F 2398 C

Prime Contractor

Inspection
F 2398 D

A. Engineering Co.
Troy, Ohio
Grinding
F 2398 G

Broach it
Inspection
F 2398 F

J. Corp.
Cleveland, Ohio
Broach
F 2398 E

Prime Contractor

Inspection
F 2398 F

C. Tool Co.
Dayton, Ohio
Grinding
F 2398 G

Prime Contractor
Finished Part
F 2398

*
**

Freight Prepaid
Freight Collect
Freight No Charge

(Suffix Letters indicate stage of operation)
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APPENDIX B
EXAMPLE OF SIMPLIFIEDINVENTORYCONTROL SYSTEM
Standard Unit Cost - Part 2345
Raw Material
Company X
(First Processor)
Company Y(Second Processor)
Company Z
(Third Processor)

$ 1.00
.20
.15
.10
$ 1.45
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Effective Use of Technical Personnel in War
BY STEUART HENDERSON BRITT
Consultant, National Roster of Scientific and Specialized
Personnel, War Manpower Commission

win the war. The Secretary of Agricul
ture has more than once said that
“Food will win the war.” And in the
War Manpower Commission we know
may
full well that trained personnel are
essential to the war effort.
The actual problem of utilizing scien
tifically and professionally trained men
and women is a job assigned to a federal
agency known as the National Roster
of Scientific and Specialized Personnel.
This National Roster was set up more
than two years ago, and in these two
years it has done such a magnificent
job of placing scientists and profes
sional persons that a great deal of what
I have to say tonight will concern the
Roster.
This central organization or cata
logue of the “brain power” of America
was established jointly by the United
States Civil Service Commission and
the National Resources Planning Board
in June, 1940, as a precise index of the
country’s scientists and other specially
qualified citizens. And today the Roster
has a storehouse of detailed data con
cerning the whereabouts, abilities, and
special skills of the scientifically trained
men and women of America. The diffi
cult job of developing and administer
ing the National Roster of Scientific
and Specialized Personnel was at the
The National Roster of Scientific very outset placed in the capable hands
and Specialized Personnel
of Dr. Leonard Carmichael, president
Actually accountants today and all of Tufts College and internationally
professional people are vitally con known psychologist, who was named
cerned with winning the war. Every director; and of James C. O’Brien,
group asks how this can be done, and experienced Civil Service Commission
there are many answers. The War executive, who was appointed executive
Production Board, for example, prob officer. Both of these men today still
ably is convinced that materials will guide the destinies of the Roster, and
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ou have in your speaker tonight
a dual personality—a former prac
ticing lawyer, and at present a
consulting psychologist. This, you
say, is a strange combination—and you
may be right—until I tell you the ad
vantage of being a lawyer-psychologist.
When with my psychologist friends, I
can claim that I am really a lawyer; and
when with lawyers, I can hope to up
hold my character as a psychologist.
But unfortunately when surrounded
by expert accountants—as tonight—I
can do neither. I can only confess that
whatever else I may be, I am not an
accountant, no, not even a keeper of
books. In fact, I must admit a certain
hesitation in addressing you at all. You
see, I have always been impressed by
the detailed knowledge of accountants;
and I am well aware that my own
knowledge of accounting is limited to
Roy B. Kester’s Accounting Theory and
Practice, Volume I. In that book I
learned once upon a time that balancing
has nothing to do with trapeze artists,
that posting is not necessarily done on
horseback, that drafts have no connec
tion with head colds, and that face
value does not refer to beautiful women.
The rest of accounting I leave in your
skilled hands.

Y
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its scientists and technicians. The Ros fronts. On the Manpower Commission
ter has received the fullest cooperation the National Roster is associated with
of scientists throughout America. Scores the whole Professional and Technical
of professional, scientific, and technical Employment and Training Division,
societies and organizations have as which is under the direction of Dr.
sisted in many ways, including the Edward C. Elliott, who is on leave in
American Institute of Accountants and Washington from his duties as presi
the National Association of Cost Ac dent of Purdue University.
countants.
Although the number of our scienti
Two purposes predominate in the fically and professionally trained citi
functioning of the Roster, each of equal zens is probably not over a million
importance: first, the recruitment of individuals, this relatively small num
skilled professional and scientific indi ber in the whole labor force represents a
viduals for war work; second, the con natural resource which must be care
servation of this reservoir of human fully conserved if its full utility is to be
resources. The Roster has conducted achieved. Accordingly, the Roster has
its survey and established its lists in already developed detailed information
approximately sixty different fields of concerning over 500,000 of the nation’s
scientific and professional development. scientists and professional men and
Through the use of Roster procedures, women. The names and qualifications
it has been possible to eliminate many of tens of thousands of these men and
errors of misassignment which have women have been made available for
occurred in some of these fields in the war work. In cooperation with the Se
past. It has also been possible to elimi lective Service System, the Roster will
nate the waste of skills which has oc during the months ahead complete its
curred when individuals engaged in registration of all men 18 to 65 years
essential private enterprise and research of age who have scientific and profes
have dropped their work in order to sional training or experience.
accept government positions which they
Many of the most eminent scientists
have believed to be their duty. This of America have collaborated in devis
difficulty has been offset by the Roster ing classification methods which can
by the simple expedient of certifying produce from a central register any
for government employment the names desired combination of scientific skills
of persons of equal skills who are not within a few hours’ time. Special war
engaged in private industry on essential requirements for highly skilled person
activities.
nel cannot wait. The microwaves physi
In setting up the War Manpower cist, for example, with a knowledge of
Commission on April 18, 1942, Presi far eastern languages, may be the only
dent Roosevelt stated in his Executive man in the country to fulfil an impor
Order that the National Roster should tant war assignment. If a person with
be transferred to the War Manpower such qualifications is to be found in the
Commission, and be preserved as an United States, his name and “pedigree”
“organizational entity.” This was of can be presented to the requesting
the greatest significance, for more than agency in a matter of hours.
ever before in history scientists are
An equally important task is the
playing a critical part in the prosecution maintenance of a constant inventory of
of the war. Hitherto unthought-of in the supply of and demand for profes
strumentalities of warfare have been sional and scientific workers. This must
rapidly developed by American research be done in the light of a rapidly chang
scientists, and are of vital importance ing picture. It is being accomplished
both on the offensive and defensive by making frequent appraisals of our
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Roster of Scientific and Specialized
Personnel, Washington, D. C., and
stating his field of specialization. He
will immediately be furnished with ap
propriate questionnaires.
This register of the human resources
of our country has been established by
the circularization of two forms. The
first is a questionnaire designed to
obtain such personal information as
age, three most significant positions
held, articles published, special re
search, languages known, etc. The sec
ond form, known as the technical cheek
list, breaks down the various specialities
in the fields being surveyed to the point
where it is possible for the individual to
select those branches in which he is
most proficient. In the field of account
ing, for example, the individual would
be listed under the broad head of ac
countancy, and then his proficiency in
certain branches of this field would be
listed, such as auditing, cost accounting,
taxes.
To date, the National Roster has
certified over 128,000 names to various
agencies engaged in the war effort. This
does not mean, of course, that 128,000
individuals have been employed; actu
ally, there were not nearly so many
positions. However, this great number
of certifications has been made in order
to compensate for the anticipated non
availability of a large number of in
dividuals for personal reasons. Through
the Roster, various war agencies have
not only received the names of individ
uals for full-time positions, but they
have also obtained the services of many
scientific leaders to serve as consultants
for short periods of time.
From Albert Einstein to Joe Zilch,
every scientist who files his question
naire with the Roster lists his fields of
research, the languages he reads or
speaks, the scientific instruments he
owns or operates—even his hobbies.
All these things are indicated by holes
punched in cards according to various
code numbers assigned to that individ

existing scientific manpower pool, the
rate at which newly trained individuals
are being added to this pool, and the
rate at which they are being drawn off
for war work. Only in this way can the
Roster anticipate approaching shortages
in special fields and recommend special
steps to forestall these expected short
ages. This, by the way, is an “account
ing” problem of no mean significance.
Recommendations may then involve
suggestions for the retraining or conver
sion of specialists from one group to
another; for the upgrading of workers;
for accelerating existing training pro
grams; and, where possible, the utiliza
tion of specially trained women.
In summary, the National Roster
has five principal functions:
1. Listing of the functional analysis of
skills of the scientific and specialized
personnel of the nation.
2. Effective presentation of information
concerning these men and women to
agencies needing their services.
3. Maintenance in quantitative form
of the over-all picture of present and
prospective needs of national supply
in every professional area.
4. Provision of informational proce
dures by means of which effective
procurement and assignment of per
sonnel may be accomplished with
the greatest advantage to the over
all war effort.
5. Supply of data concerning changing
needs for professional personnel to
all appropriate agencies.

Registration

in the

Roster

It should be emphasized that it is not
necessary to hold membership in any
society in order to be registered in the
Roster. Although membership lists were
used at the beginning as a means for ob
taining names for circularization, thou
sands of persons included in the Roster
are not members of professional so
cieties. If any person with special
scientific or professional qualifications
has not yet been included, he may be
registered by writing to the National
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ual. Thus if a request should come to the
Roster for an unmarried accountant,
six feet tall, who speaks Russian, has an
amateur knowledge of radio, and has
traveled in Egypt, a complicated sorting
machine will select within a few min
utes every person (if any) who might
meet these requirements. Of course, the
final selections are not made by a ma
chine, but rather by trained evaluators.
Since the majority of requests that
have come to the Roster are of a confi
dential nature, it is not possible to
describe them specifically. In fact, the
largest number of individual requests
have been from the War Department,
Navy Department, and other branches
of the federal services in which informa
tion is restricted. It can be said, how
ever, that there have been a great many
demands for physicists, electrical engi
neers, aeronautical engineers, language
specialists, economists, psychologists,
and certain other groups; and actually
there have been some requests in every
one of the special fields of knowledge
represented in the Roster. A few ex
amples may be given of requests from
non-confidential sources, and perhaps
these will indicate the character of
demands in the confidential areas as
well:

and Civilian Supply requested a number
of mathematical statisticians.
“Engineers of various types have
been requested for the Panama Canal
Zone.
“The Office of Production Manage
ment has requested under specific de
scription, more than thirty economists
skilled in such fields as brass, cadmium,
hides, rubber, cork, and miscellaneous
metals.
“The National Youth Administra
tion requested the names of individuals
eligible for appointment as radio engi
neers to provide advisory service to
state administrators in connection with
the training of young radio operators.
“From the Securities and Exchange
Commission a request for statisticians
in securities and corporate finance has
been received.” 1

Requests of this sort can be handled
only because of a very complex coding
system. In order to utilize punch cards
in any system of recording and selection
of personnel data, it is necessary to
prepare codes for each type of in
formation which is to be recorded. The
codification of data for which there are
ten or fewer choices is relatively simple.
One lists the choices on a numerical,
alphabetic, frequency, or generic basis,
and assigns the code numbers from 1
through 9. Thus, one may prepare a
code for marital status, or for race and
sex, by listing all possibilities and as
signing consecutive numbers. Problems
in code organization begin to arise when
the range in choice of significant items
in any one field extends from 10 to 100
and it becomes necessary to use a twocolumn code.

“The Bureau of Mines of the De
partment of Interior requested names
of chemical engineers skilled in extrac
tive metallurgy, especially in the field
of aluminum.
“The Interstate Commerce Commis
sion requested a transportation econo
mist capable of assuming responsibility
for conducting independent research
and using statistical data in the in
vestigation of the economics of trans
portation.
“An investigating committee of the
United States House of Representatives
requested the names of experts in the
fields of economics, sociology, trans
portation and job statistics to perform
research and analysis in connection with
national defense migration.
“The Office of Price Administration

Military Advisory Section
Roster

of the

Of considerable interest to many ac
countants has been the work of a special
division in the National Roster, called
1 Carmichael, Leonard, “The National Ros
ter of Scientific and Specialized Personnel:
Third Progress Report,” Science, January 23,
1942, 95, pp. 86-89, at pp. 86-87.
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the Military Advisory Section. During
the past year, this Section has been en
gaged in the collection of special in
formation about persons registered with
the Roster who are of an age which
makes them subject to call for training
and service under the provisions of the
Selective Training and Service Act of
1940. Although the National Roster has
no direct authority with reference to
classification or induction procedures
under the Selective Service System, the
Roster is charged with the obligation of
assisting the nation in using its trained
personnel in the most effective way pos
sible. Accordingly, under a cooperative
plan the National Roster, in certain
cases only, transmits to the office of the
National Headquarters of the Selective
Service System in Washington, D. C.,
appropriate information about tech
nically trained persons of military age,
and that office in turn may send letters
about these men to their local boards in
order to assist in the determination of
their proper classification. Of course, it
should be understood that the matter
of classification and induction is within
the jurisdiction of the Selective Service
local boards.
Also, when a man registered with the
Roster is likely to be inducted into the
Army and notifies the Roster, informa
tion is sent to the War Department
indicating his educational training, oc
cupational experience, and other per
tinent data concerning his technical
skills and qualifications. Obviously, the
information transmitted to the War
Department does not guarantee any
special consideration, since there are
occupational shortage problems within
the Army as well as personality factors
of the men themselves which have to
be taken into account; but the in
formation thus far supplied about vari
ous professionally trained men has been
of very practical use with reference to
their assignment to duties. The Military
Advisory Section also has cooperative
relationships with both the War and

Navy Departments with reference to
information concerning men with tech
nical training already in the service.
The most recent instance of activities
in behalf of professional and scientific
workers has involved the Selective Serv
ice General Occupational Questionnaire,
which has been sent to millions- of men
throughout the country in the age
group, 18 to 65. Every man has an op
portunity to check certain scientific and
professional fields in question 32 of this
Questionnaire; and, if he does so, this
part of his questionnaire is sent to the
National Roster of Scientific and Spe
cialized Personnel so that he may
become registered with the Roster. In
cidentally, we may note that on ques
tion 32, “Accountant”—like Abou ben
Adhem—heads the list.

Other Agencies
The most effective use of technical
personnel in wartime naturally involves
a great many diverse organizations; and
active cooperation among these organ
izations is essential to the successful
prosecution of the war. In order to
accomplish its many functions, the Na
tional Roster has maintained continuing
contacts with a great many other
agencies:
(1) The United States Civil Service
Commission. Formerly the Roster
was an actual part of the Civil
Service Commission, but even to
day furnishes names in many dif
ferent areas to the Principal Ex
amining Units of the Civil Service
Commission.
(2) The National Resources Planning
Board. The Roster was also origi
nally sponsored by the National
Resources Planning Board, and
today may be considered as an
agency through which the Plan
ning Board implements its direc
tives with reference to the conser
vation and most effective utilization
of American human resources.
(3) National Research Council; (4)
Social Science Research Council;
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(5) American Council of Learned
Societies; (6) American Council on
Education. These were the four
scholarly organizations which gave (10)
their blessings to the Roster at its
birth. The Roster has continued
to work with the officers and com
mittees of all these agencies on
special scientific problems. Each
of these groups has been effective
in putting to work the best brains
of America on problems in the
fields of biology, engineering, the
humanities, and medical sciences,
the physical sciences, and the
social sciences.
(7) Over two Hundred special national
scientific and professional societies.
In the development of its technical
check lists, in the organization of
its committees of technical con
sultants, in the securing of mailing
lists, and in the evaluation of
difficult questions of professional
competence, the Roster has dealt
with and in a sense represented the (11)
many hundreds of thousands of
members of learned societies of
America. In this connection, the
American Institute of Accountants
has certainly done its share in very
effective cooperation.
(12)
(8) United States Office of Education
— Wartime Commission. Close
contacts have been made between
those functions of the Roster which
bear upon education and the War
time Commission of the Office of
Education. This has been done
principally through the Profes
sional and Technical Employment
and Training Division of the War
Manpower Commission.
(9) United States Employment Serv
ice. Whenever a branch office of
the Employment Service receives a request for scientific or profes (13)
sional personnel, that request
through national clearance proce
dures is referred to the Roster
where the names of qualified per
sons are produced. Through the
facilities of the Employment Serv
ice these names are then made
available to the requesting in
dustry. Under the skillful direction (14)
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of Dr. John J. Gorson, this agency
is today servicing war industries
throughout the country.
Procurement and Assignment Serv
ice. Special mention should be
given the Procurement and As
signment Service. The question of
utilization of physicians, dentists,
and veterinarians in the war effort
has been quickly and efficiently
solved by this agency. Under a
cooperative plan with the National
Roster, every doctor of medicine,
doctor of dentistry, and doctor of
veterinary medicine has been cir
cularized, and most of them have
now been' registered. As a result,
the Procurement and Assignment
Service today makes specific rec
ommendations through Selective
Service machinery so that a man
with medical, dental, or veterinary
skills may be asked to serve in the
armed forces, or as a civilian in his
community.
Navy Department. The Roster
deals directly with naval officers
concerned with the recruitment
of specialists for the Bureau of
Naval Personnel, Bureau of Aero
nautics, and other branches.
War Department. Similarly, the
Roster deals directly with Army
officers regarding specialists for the
Army Air Forces, the Signal Corps,
and other military branches. In
the case of the Medical Corps, the
relationship is through a joint
arrangement with the Procure
ment and Assignment Service.
Also, as already indicated, the
Military Advisory Section of the
Roster supplies detailed informa
tion regarding certain technically
trained men prior to their induction.
Selective Service System. Relation
ships with the Selective Service
System have been mentioned pre
viously, indicating that one of the
functions of the Roster is to make
a careful investigation of the
qualifications and present occupa
tions of men on its list who are
of military age.
The Office of Scientific Research
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and Development. This Office is
charged with the development,
direction, and coordination of re
search in the instrumentalities of
warfare, including the fields of
medicine and aeronautics. Much
of its research personnel has been
recruited through the mediums of
the National Roster.
The Office of Scientific Research
and Development, ordinarily re
ferred to as OSRD, is of crucial
importance in the war effort.2
Headed by wise and sagacious Dr.
Vannevar Bush, president of the
Carnegie Institution of Washing
ton, it is separated into two divi
sions. The first is the National
Defense Research Committee (or
NDRC) of which famed Presi
dent James Bryant Conant of
Harvard University is chairman.
The second is the Committee on
Medical Research, under the chair
manship of Dr. Newton Richards
of the Medical School of the
University of Pennsylvania.
The NDRC is divided into
four major departments: one,
headed by Professor R. C. Tolman
of the California Institute of Tech
nology, dealing with armor, bombs,
and ordnance; a second, under the
chairmanship of Professor Roger
Adams of the University of Illi
nois, on chemistry; a third divi
sion, directed by Dr. Frank B.
Jewett, chairman of the Board of
the Bell Telephone Laboratories,
concerned with transportation and
communication and submarine war
fare; and a fourth division, headed
by President Karl T. Compton of
the Massachusetts Institute of
Technology, dealing with instru
ments and numerous military
projects. The work of the National
Defense Research Committee is
being carried forward on a con
tractual basis with hundreds of
individual scientists in both uni

versity and industrial laboratories
all over the country.
The Committee on Medical Re
search is constituted very much
like the NDRC, and shares funds
furnished to the Office of Scien
tific Research and Development,
in order to carry on medical re
search directly related to the war
effort. The Committee on Medi
cal Research works primarily
with the Division of Medical
Sciences of the National Research
Council, and has close relations
with the United States Public
Health Service, and with the Sur
geons General of the Army and
Navy.
(15) National Inventors Council. Then,
there is the National Inventors
Council, which was formed under
the United States Department of
Commerce in order to evaluate the
tremendous number of suggestions
coming from the public. The Coun
cil is directed by Charles F. Ket
tering, noted director of the Gen
eral Motors Laboratory. Any unique
or original ideas are sifted out and
passed on to other agencies for
appropriate consideration and de
velopment. Suggestions come in
at the rate of several hundred a
day, dealing with everything from
submarine warfare to high explo
sives. Although probably 99 per
cent of. the ideas received are re
jected, the remaining fraction have
been worth serious consideration
by the Army, the Navy, and other
organizations.
In this connection, the United
States Patent Office, which has a
very close relationship with the
National Inventors Council, must
not go unmentioned. All sorts of
ideas turn up and in some instances
result in technically trained men
and women being put to work on
the development and elaboration
of new ideas.

And this by no means begins to ex
haust the list of organizations concerned
with technically trained personnel. Pro
fessional men and women are being

2 See Jewett, Frank B., “The Mobilization of
Science in National Defense,” Science, March
6, 1942, 95, pp. 235-241; also compare Bush,
Vannevar, “Science and National Defense,”
Science, December 19, 1941, 94, pp. 571-574.
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used on a tremendous scale by many
branches of the federal government, and
by war industries. We cannot even
begin to list the great industrial organ
izations employing men and women
scientists; but certainly the names of
certain federal agencies should be re
corded here, even though the list is by
no means complete:
War Department:
Office of the Chief of Field Artillery
Office of the Chief of Coast Artillery
Office of the Surgeon General
Office of the Chief of Engineers
Office of the Chief Signal Officer
Office of the Chief of the Army Air
Forces
Office of the Chief of the Chemical
Warfare Service
Navy Department:
Bureau of Naval Personnel
Bureau of Ships
Bureau of Medicine and Surgery
Bureau of Aeronautics
Naval Research Laboratory
Department of the Interior:
Geological Survey
Bureau of Mines
Fish and Wild Life Service
Oil Administration
National Power Policy Committee
Department of Agriculture:
Office of Agricultural Defense Re
lations
Bureau of Agricultural Chemistry and
Engineering
Bureau of Agricultural Economics
Bureau of Dairy Husbandry
Bureau of Entomology and Plant
Quarantine
Forest Service
Bureau of Home Economics
Bureau of Plant Industry
Rural Electrification Administration
Soil Conservation Service
Department of Commerce:
National Bureau of Standards
Coast and Geodetic Survey
Weather Bureau
Civil Aeronautics Board
The Aeronautical Board
Army and Navy Munitions Board
Federal Communications Commission
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Federal Power Commission
National Advisory Committee for Aero
nautics
Public Health Service
These and other agencies have done
a splendid job of converting their great
resources to complete wartime utiliza
tion, especially for the effective use of
the professional manpower of America.

The Accountants
You as accountants may well ask at
this point, “But where do the account
ants come in?” The answer has already
been given to some extent by your
energetic and efficient secretary, John
L. Carey, who has dealt with this prob
lem in The Journal of Accountancy on
more than one occasion.3 And your
chairman tonight, Carman G. Blough,
as chairman of your committee on
selective service, has with the other
members of his committee, made a real
contribution in the analysis of several
Selective Service problems. In The Jour
nal of Accountancy for April, for in
stance, Mr. Blough’s committee sum
marized the results of their analysis,
and described the kinds of accountants
essential to the war effort in civilian
life.*4 The specific statements, concern
ing years of experience and types of
work engaged in, have been of inesti
mable value in the evaluation work of
the Military Advisory Section of the
National Roster. The expert advice of
James A. Councilor of Washington,
D. C., and Frederick H. Hurdman of
New York City is likewise gratefully
acknowledged.
As already indicated, the National
Roster has sent detailed information
to the War Department in every in
3 See editorial, “Use of Accountants in War,”
The Journal of Accountancy, 1942,73, pp. 97-99;
and “Accountants in War,” The Journal of
Accountancy, 1942, 73, pp. 289-290. Also, Carey,
John L., “The Accounting Profession in War,”
The Journal of Accountancy, 1942, 73, pp. 444450.
4 “A Communication to Selective Service
Authorities,” The Journal of Accountancy, 1942,
73, pp. 344-349.
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stance in which an accountant has
notified the Roster of his date and place
of induction. Although in many instances
it is believed by officers of the War
Department that a man’s greatest use
fulness will be with combat troops,
there are specific instances in which the
Roster’s statements to the War Depart
ment have resulted in definite assign
ment to duties in the Quartermaster
Corps, Finance Department, and simi
lar branches of the Army. As an exam
ple, a junior accountant sent his regis
tration questionnaire to the National
Roster on January 14, 1942, including
a special form concerning his Selective
Service status. On January 22, 1942, he
notified the Roster that he was to be
inducted into the Army on January
26th. On January 24th, a special letter
about this man was sent to the War
Department which resulted in a direc
tive, dated January 28th, to the Com
manding Officer of his Corps Area,
describing his training and stating that
he “should be assigned to a Quarter
master Replacement Training Center,
and the Commanding General should
be notified by the Reception Center of
his special qualifications.”
Complete conversion to war is the
great task of accountants today. The
three ways in which this may be accom
plished by the accounting profession
have been well described by Mr.
Carey:5
“ (1) It must release its younger mem
bers and students for service in
the armed forces, just as other
vocational groups must do.
“(2) It must make available some of
its more experienced members for
service to government war agen
cies, in which their special tech
nical ability is needed.
“ (3) It must then, despite great gaps in
its ranks, render necessary profes
sional services which will facilitate
production and efficient operation

in war industries and in businesses
essential to wartime civilian econ
omy.”
In your various sessions, these mat
ters are undoubtedly being considered
and dealt with effectively. To the ex
tent that you determine concrete ways
of solving these problems, our nation
will have been rendered an invaluable
service.

Shortages of Technical Personnel
The most serious problem of tech
nical manpower today is the shortage of
available men and women in certain
fields of specialization. There simply
are not enough technically trained per
sons to go around. The Army, the Navy,
federal civilian agencies, state and local
governments, industries, colleges and
universities, and scientific and research
organizations—all have wanted men in
the same fields. In fact, a point was
rapidly reached of wasteful competitive
bidding between different agencies and
organizations for the services of the
same individuals.
The critical nature of this problem
was recognized in the National Roster
even in 1941, and as a result a special
committee was established on Wartime
Requirements for Specialized Personnel,
under the chairmanship of Owen D.
Young of the General Electric Com
pany.6 During the first two months of
1942 this committee made a survey of
war needs for professional manpower
and the ways in which those needs
might be adequately met. After an
intensive study of the demands of the
Army, the Navy, other governmental
agencies, industry, education, and re
search, and of the supply of personnel
in the professional fields, it became
apparent that the number available in
certain areas had literally been ex
hausted, while in other fields also the
6 Britt, Steuart Henderson, “The Committee
on Wartime Requirements for Specialized Per
sonnel,” Public Personnel Review, 1942, 3, pp.
107-111.

5Carey, John L., “The Accounting Profes
sion in War,” op. cit., p. 444.
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supply would soon run out. For exam
ple, it was reliably estimated that about
80,000 additional engineers would be
needed by the end of 1942 for essential
war work, and yet probably less than
20,000 would be graduated this year.
In this connection, a Wartime Re
quirements Division has recently been
established within the National Roster,
actively concerned with the develop
ment of complete data concerning sup
ply of, demand for, and utilization of
professional manpower. There is also
the very important work being carried
forward by the ESMWT (Engineer
ing Science and Management War
Training) program within the United
States Office of Education, by means of
which engineers and other specialists
are given additional training so that
their services may best be utilized.
Because of the serious shortage prob
lem, the National Roster last spring
made special recommendations to the
Selective Service System. These recom
mendations resulted in the issuance on
June 18th of a special bulletin (Occupa
tional Bulletin No. 10) from the Na
tional Headquarters of the Selective
Service System, addressed to all state
directors, board of appeal members, lo
cal board members, and government
appeal agents. Dealing with the subject
of scientific and specialized personnel,
this Bulletin lists certain critical oc
cupations including accounting, chem
istry, various branches of engineering,
physics, etc. The Bulletin states that,
“. . . accordingly, careful considera
tion for occupational classification should
be given to all persons trained, qualified,
or skilled in these occupations and who
are engaged in activities necessary to
war production or essential to the sup
port of the war effort.” Since no defini
tions are given of “persons trained,
qualified, or skilled” in these various
fields, the report by Mr. Blough’s com
mittee is of inestimable value to ac
countants.7
7 See footnote 4.
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We find ourselves in a critical situa
tion in America today. Highly trained
persons in certain fields are crucially
needed in the war effort, who simply
are not available. There are at least
three solutions, however, and they are
not mutually exclusive. First of all,
there is the need for adequate training
in our colleges, technical schools, indus
tries, and other organizations of both
men and women in the scientific and
professional areas. This program is now
being implemented by loans by the
Office of Education to students in engi
neering, physics, chemistry, pharmacy,
dentistry, and medicine (including vet
erinary), whose technical or professional
education can be completed within two
years. There is the related need, of
course, of stimulating outstanding boys
and girls in our secondary schools to
enroll in college and specialize in those
fields in which shortages exist. Second,
there is the possibility of transfer of
skills from one field of specialization to
another by “refresher” courses, and by
additional specialized training. For ex
ample, a certain electrical engineer may
become a competent aeronautical engi
neer, or mathematicians may be trained
to deal with various technical aspects of
physics. Third, the existing shortages in
specialized personnel in certain areas
emphasize the need for greater utiliza
tion of women with specialized training.
In fact, women represent the largest
unutilized supply of specialized person
nel in America.
Quite wisely, Governor Paul V. Mc
Nutt, chairman of the War Manpower
Commission, recently appointed a spe
cial committee to formulate a coor
dinated plan for meeting the needs of
the Army, the Navy, and war industries
for a continuing supply of scientific
and professional personnel required in
the war program. This Committee on
Utilization of Colleges and Universities
for the Purpose of the War is headed by
Dr. Edward C. Elliott, and the other
members of his Committee are: James
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V. Forrestal, Under Secretary of the
Navy; Major General Lewis B. Hershey,
director of the Selective Service System;
Goldthwaite H. Dorr, Special Assistant
to the Secretary of War; Arthur S.
Flemming, member of the United States
Civil Service Commission; and Wendell
Lund, director of the Labor Production
Division of the War Production Board.
This group is reviewing the various
manpower problems relating to the
utilization of college and university
facilities, together with the plans sug
gested by various representatives of
higher education to meet these prob
lems. The Committee has already made
certain recommendations to the War
Manpower Commission on policies nec
essary to bring about the fullest possible
use of the institutions of higher learning
in the war program.
The most effective utilization of our
country’s technical manpower has by
no means yet been solved. On the other
hand, many critical problems have been
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promptly and adequately met because
of the existence of the National Roster
and certain other governmental agen
cies; and undoubtedly new develop
ments will come about in the very near
future through the War Manpower
Commission.
In the meantime, it is of the utmost
importance that members of profes
sional organizations such as yours carry
on your special studies of what your
contributions can be to the war effort.
It is gratifying indeed to find that a
large and influential professional group,
such as the American Institute of Ac
countants, is devoting several days to
an analysis of “Accounting and the
War Effort.” The fact that you men and
women are willing to leave your im
portant work in your own communities
and voluntarily come to Chicago to dis
cuss your professional problems is very
tangible evidence of democracy actually
at work. May all go well with the ac
countants who are helping to win the war!
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Contrasting Costs and Expenses for Government
Contracts with Ordinary and Necessary
Expenses for Tax Purposes
By Lieutenant Leslie mills, new York
Member, committee on federal taxation, American Institute
of Accountants
ime was when costs and expenses

aspects of the problem. However, for
the present purpose, only the reimburse
ment type of contract is under review.
forThe cost-plus-a-percentage-of-cost
type of contract used in the last World
War gave rise to so many evils that such
contracts are now forbidden. However,
the cost-plus-a-fixed-fee type of con
tract is authorized, with a fee (limited
by statute) based upon cost as esti
mated at the time of negotiation; reim
bursement is made for actual costs,
whether they exceed or are less than the
original estimate on which the fee was
based.
This type of contract has been used
frequently for construction work, and it
has also proved very useful for contrac
tors asked to produce products far
removed from their peacetime activi
ties. Since the total mobilization forced
upon us by total war has turned more
and more of our businesses to produc
tion in which both they and the pro
curement agencies lack sufficient ex
perience to set a fair fixed price, use of
the cost-plus-fee contract is of increas
ing interest.
The first comprehensive statement of
principles of cost determination for
government contracts is embodied in
Note.—Statements and opinions expressed Treasury Decision 5000, promulgated
in this article are those of the writer, and are
not to be construed as official, or as reflecting in 1940 as a guide to determination of
excess profits on contracts for aircraft
the views of the Navy Department.
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were the exclusive concern of the
businessman whose money was
being spent. Those days are gone
ever, and now it seems that every bu
reau in Washington has an interest in
the subject, and is ready and willing to
formulate rules and regulations thereon.
It is the purpose of this paper to con
trast, and to discuss differences when
they exist, between costs and expenses
for tax purposes and those allowable
under government contracts. Cost for
tax purposes embraces those allowed as
deductions in the determination of tax
able income under the Internal Revenue
Code—a problem which faces every
business organized for profit. Cost under
government contracts refers to those
items which are reimbursable to tax
payers under contracts whereby pro
curement agencies of the government
utilize the technical or management
services of the contractor, but assume
the burden of the outlays for goods and
services required. The government’s in
terest in costs is of course by no means
confined to such reimbursing contrac
tual arrangements, and previous speak
ers at this meeting have discussed other
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and naval vessels under the VinsonTrammell Act. Many contracts specifi
cally provide for determination of costs
in accordance with the principles of
T.D. 5000 and, naturally, in such cases
the provisions of the Decision control
the reimbursements.
A more comprehensive and usable
guide to costs is found in the pamphlet
issued in April this year, entitled “Ex
planations of Principles for Determina
tion of Costs under Government Con
tracts,” and this outline is on occasion
incorporated by reference in contracts
for supplies for the War and Navy
Departments.
It should also be understood a con
tract may, and frequently does, spe
cifically provide for the inclusion or ex
clusion of particular items of costs and
expenses, and such predetermination
offers interesting possibilities in nego
tiations with procurement officers. How
ever, the comments following are di
rected to the general situation in which
T.D. 5000 or the “Explanations of
Principles” apply.
In principle there should be little
difference in the computation of costs
under a government contract, and for
the purpose of determining income for
the imposition of taxes. In both cases
the basic requirement is the determina
tion of costs necessary and incident to
the activity producing the profit. How
ever, differences must necessarily arise
from the divergent purposes of the com
putations. These differences may be
analyzed as to (1) the business entity
for tax purposes contrasted with the
specific contract to be performed, (2)
the “cutoff” for allocation of costs to
specific contracts, and (3) the time ele
ment inherent in the concept of the
taxable year.
The tax law is concerned with the
determination of net profit and loss
from all transactions of the taxable en
tity. It is true that problems can and do
arise as to which taxpayer certain items
of income (or deductions) are to be im-

puted. This is particularly so in the
case of transactions between consoli
dated groups such as are embraced by
section 45 of the Code. However, on the
whole these problems are relatively un
important for purposes of this discus
sion, and the fact remains that the
deductibility for tax purposes of any
item of costs and expenses ordinarily
requires only analysis of its nature in
the terms of the specific statutory pro
vision for the tax deduction. In con
trast, the admission of an item under a
cost-plus-a-fixed-fee contract requires
not only appraisal of the nature of the
item, but also demonstration that it
applies to the contract.
This distinction between allocation
and admissibility as a reimbursable cost
of items properly allocated is of the ut
most importance in understanding the
tax status of the cost in question. The
tax statute permits deduction of all
ordinary and necessary costs and ex
penses incurred in transactions entered
into for profit, whether or not the
hoped-for profit is realized. When in the
course of allocating these costs to spe
cific transactions, items are classified as
inadmissible because they apply to
some other transaction or profit ven
ture, there is no resultantdetermination
of non-deductibility in the tax computa
tion. When, however, an item is prop
erly allocated to performance of a con
tract, but is then classified as inadmis
sible as a matter of public policy or for
some other reason, the propriety of the
item as a tax deduction is immediately
open to question. For example, selling
expenses are ordinarily classified as in
admissible costs under government con
tracts, for the reason that ordinary
selling expenses are not incident to and
necessary for doing work with the gov
ernment. However, if these selling ex
penses include commissions paid by the
contractor to an agent for obtaining the
government contract they are neces
sarily allocated to the contract in ques
tion. Such a commission would be classi87
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tied as an inadmissible cost since it
would be manifestly improper for the
government to provide funds for com
missions to secure business from itself.
Since this in effect is a determination
that the item is not an ordinary and
necessary expense, denial of a tax de
duction therefore should logically follow.
There is another aspect to the tax
problem incident to legitimate selling
and related promotional expenses. Ex
clusion of such items from costs of
government contracts is not a determi
nation of their deductibility on the tax
return. However, it does mean that the
propriety of the tax deduction will be
measured by business factors excluding
government business. As taxpayers de
vote more and more of their energies to
the war effort, the volume of commer
cial business to support such promo
tional expenses must necessarily decline,
and it becomes more and more difficult
to maintain that they are still “ordi
nary and necessary,” as required by the
tax statute. The Bureau of Internal
Revenue is well aware of the low cost to
stockholders of making deductible ex
penditures in a period of high tax rates
(a favorite topic of tax counsellors in
recent years) and increased scrutiny
may be expected. While the Treasury
has recently ruled that advertising ex
penses are not necessarily denied as
tax deductions merely because com
mercial sales are being crowded out by
war business, such difficulties may be
expected to increase.
The bad-debt deduction is also treated
as a question of allocation. The tax law
allows a deduction of bad-debt losses,
or an allowance therefor, on the premise
that such losses are ordinary and neces
sary to a business organized and oper
ated for profit. Bad-debt losses are de
nied as contract costs on the grounds
that business with the government does
not result in credit losses. However, most
customers of the ordinary taxpayer can
make the same claim and, if carried to
a logical end, bad-debt losses would be
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allocated solely to the transactions on
which no income was realized, which
would mean a charge to capital. As a
practical matter, however, government
business must be regarded as a separate
class as far as credit losses are con
cerned.
A second major difference arises from
what may be termed the “cutoff”
point for determining allocable costs and
expenses. Income for federal-tax pur
poses in general contemplates deduction
of all items entering into the net income
available to the owners of the enterprise
(other than the federal tax itself). Since
in theory the tax is a sharing of income
between the government and the busi
ness owners, the deductions will include
such portions of the income as are taken
by states or other taxing authorities for
general purposes, as distinct from pay
ments to such agencies for services ren
dered, as well as expenses stemming
from the form of organization of the
contractor and its method of doing busi
ness. However, the contract inclusions
are those costs directly incident to and
necessary for the performance of the con
tract. By this distinction we have a sub
stantial list of items which are recog
nized as ordinary and necessary costs
and expenses of producing the net
profit of the contractor, but not spe
cifically assignable to a contract or
transaction. Included therein are in
come and excess-profits taxes, interest
on invested or borrowed capital, includ
ing bond discounts and similar costs
incident to financing, legal, accounting,
taxes, and other items in connection
with corporate organization and reor
ganization, such as stock issue and
transfer matters.
While the principle of these exclu
sions is clear, the application to spe
cific situations on occasion produces
difficulties. For example, all state taxes
are allowable as deductions for federaltax purposes, and there is thus no need
to determine the true nature of the tax.
However, the exclusion from contract
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costs applies only to such taxes as are
truly income taxes regardless of how
they are described. In practice this
means that each specific state tax must
be separately considered and its nature
determined. As one example, the New
York franchise tax is an allowable cost
since it is not an income tax, although
in many cases it is computed directly
on income.
An important difference on this mat
ter has arisen as to the status of the
federal capital-stock tax. This tax is a
proper deduction for federal income-tax
purposes, indicating that as far as the
Internal Revenue Code is concerned it
is not a tax on income. However, the
Comptroller General has ruled that the
capital-stock tax is not a reimbursable
cost, at least in total, on the grounds
that at least part is a substitute for the
declared-value excess-profits tax. While
we may hope that the annual guessing
game for these companion taxes will be
eliminated by the new tax law, the
amounts involved in past years is sub
stantial, and disallowance of reimburse
ment would substantially reduce the
contract fee. For that reason, the opin
ion of the Comptroller General is of
interest. That opinion states in part:

“Capital stock and declared-value
excess-profits taxes are closely related,
both taxes being based upon the “ad
justed declared value” of the capital
stock of the corporation, and the cor
poration is given ample latitude in as
cribing a value to its capital stock. As a
result the value declared need not con
form to the actual value.
“The capital-stock tax is an excise
tax levied upon the privilege of doing
business as a corporation. However, in
considering whether the amount of such
tax should constitute an allowable item
of cost under Maritime Commission
shipbuilding contracts, the tax appears
to present a problem of a dual nature.
Where a corporation chooses artifically
to inflate the declared value of its cap
ital stock and to pay the increased
capital-stock tax thereon rather than
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risk paying an excess-profits tax should
its income exceed the excess-profits
credit, it is in effect substituting pay
ment of an excise tax—the capital stock
tax—for a tax on earnings—the de
clared-value excess-profits tax. Conse
quently, that part of the capital-stock
tax which is based on artificially inflated
capital-stock valuation appears to be
more in the nature of a tax on earnings
than an excise tax and would seem to be
for consideration as such under con
tracts containing a profit-recapture
clause.”
Accordingly, it was held by the
Comptroller General that only the pay
ment of the amount of such a capital
stock tax as met the test of reasonable
ness could be allowed as an item of cost.
The theory that the capital-stock tax
is a substitute for the declared-value
excess-profits tax in my opinion shows
a lack of understanding of the intent
of the law, which I understood created
the profits tax in order to prevent under
payment of the capital-stock tax.
The time of accrual of reimbursable
taxes measured by income presents a
problem. The deduction for income-tax
purposes is controlled by the accrual of
the liability, not by the period of the
measurement. However, a proper de
termination of cost of a contract would
appear to require charging the tax to
the period when the income in the
measurement formula was earned, re
gardless of the period for tax deduction.
Thus, a francise tax measured by in
come of a prior year is practically a cost
chargeable to business of that prior
year, although it may not be a tax de
duction until a later period. However,
as a general practice, costs may not be
charged to contracts prior to the time
that they are deductible for federal-tax
purposes.
The third difference in approach for
consideration is the period covered.
The fiscal period, never in excess of
twelve months, is a basic part of the
income-tax structure. There are, of
course, elements in the tax formula in-
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volving other periods, such as carry
overs, and exclusions for recovery on
prior losses, but nevertheless it is fun
damental that taxable income is to be
determined on the basis of the fiscal
period involved, standing on its own
feet. In contrast, the computation of
costs under a contract covers the entire
period of the contract, which in extreme
cases may embrace many fiscal years.
An interesting difference caused by
the period problem may arise from the
depreciation allowance. On the whole,
this charge will be the same for tax and
for contract purposes, since the allow
ance is for exhaustion, wear and tear,
and obsolescence during the period cov
ered. However, there are circumstances
under which a higher depreciation
charge might be proper for a cost-plusa-fixed-fee contract than for tax pur
poses. The contract problem is merely
one of determining what portion of the
investment in capital assets is used up
in performance of the contract. For
taxes, there is a continuing problem of
charging the entire cost, but no more,
over the useful life of the asset. Thus if
in a prior period a tax benefit was ob
tained by excess deductions in tax re
turns, a balancing reduction is made
in subsequent depreciation deductions.
However, there seems to be no reason
for not charging to a contract the cor
rect amount of exhaustion and obsoles
cence, regardless of errors in tax compu
tations in periods prior to the contract in
question.
The period problem may also affect
the allowance for compensation to em
ployees. For both purposes, such pay
ments are allowed only if reasonable in
amount, although contract practice has
gone further than the tax law in speci
fying ceilings on allowable payments.
However, the reasonableness test for
the tax deduction is measured by the
services rendered in the past as well as
in the current year. Thus a tax deduc
tion may be in order even if no services
at all are rendered during the period of

the deduction. On the other hand, rea
sonableness as a contract cost is meas
ured by the services specifically ren
dered on the contract, without regard
to prior services.
As you well know, the income-tax
formula on occasion provides for a de
duction or credit which is not actually a
cost or expense. In such situations there
is no corresponding allowance as a con
tract cost. Thus the excess of the tax
allowance for depletion, to the extent
that it exceeds the true accounting
measure of exhaustion of the property,
will not be an admissible contract cost.
Similarly, the basis for the contract
charge for depreciation is limited to
cost, although in the case of property
acquired before March 1, 1913, the tax
deduction for depreciation may be
greater.
The special amortization of emer
gency plant facilities allowed by section
124 of the Internal Revenue Code has
been placed in the same category, and
disallowance required of the excess of
the tax deduction over the actual loss of
useful value. The government pam
phlet, “Explanation of Principles for De
termination of Costs under Government
Contracts,” is not specific on the ques
tion of amortization of emergency plant
facilities, but the Navy rule provides
that the contract allowance shall be
“depreciation at normal rates, with
proper allowance for multishift opera
tions.”
There has been much criticism lev
eled at this disallowance. However, it
should be noted that the existence of
a disallowance implies a determination
that the properties in question will have
a useful value to the contractor at the
end of the sixty-month amortization
period. If this determination is correct,
it would be unreasonable to expect the
government to pay under a contract
more than the useful value of the prop
erty exhausted, without taking title to
the property after the entire cost had
been recovered by the contractor. If the
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property was constructed and acquired
solely for war purposes, and will be
abandoned at the conclusion of the war
emergency, the proper and allowable
depreciation expense without regard to
the specific statutory allowance should
be as great or greater than the 20 per
cent amortization deduction.
If there is an excess of amortization
over allowable depreciation, it should
be noted that allowable depreciation
will continue for contract purposes after
the sixty-month period for the deduc
tion. This is of only academic interest
if no cost-plus-fixed-fee contracts are
obtained after the five-year amortiza
tion period. If such contracts are con
tinued, the advantage or disadvantage
to the contractor’s stockholders will
depend upon the tax rates. The disal
lowance comes out of the fee, and on an
80 per cent top rate, 20 per cent of the
disallowance is reflected in final net
profit. If the facilities were employed
on similar government contracts during
their entire physical life, income after
the sixty-month period would be greater
for tax purposes than for contract pur
poses. If the tax rate were the same as
in the amortization period, the advan

tage would be only one of time of finan
cing taxes; however, if rates are lower in
the post-amortization period, a real sav
ing will accrue to stockholders.

Conclusion
No attempt has been made to enu
merate all the specific situations which
have or may result in differences be
tween contract practice and tax theory.
Direct control of costs has now pro
gressed far beyond the situation of the
contractor operating under cost-plusfixed-fee contracts. Public Law 528,
requiring recovery of unreasonable prof
its realized or in prospect, has made the
determination of costs of paramount
importance to every business involved
in the war effort, regardless of the form
of contract or subcontract. At the time
of writing, new tax and profit-limitation
proposals are still in an embryonic state,
but it seems safe to suggest that every
business, large or small, should plan to
develop, and be prepared to support, a
determination of costs and expenses
chargeable to business with the govern
ment, whether direct or indirect. Sooner
or later somebody will ask for it, and
will expect an immediate answer.

Proposed Technical Changes in the Internal
Revenue Code Including Relief Provisions
by Troy g. Thurston, Indiana
Member, committee on federal taxation,
American Institute of Accountants

proportions of the incomes of the
tally unable to operate within its wealthy and of corporations, but barely
income for the past twelve years, tap the great reservoir of funds of the
so-called lower-income groups. On this
it is indeed a stupendous undertaking
to attempt to finance a global war. Only point, C. Oliver Wellington, in his ad
a relatively small portion of the total dress on “Enterprise and Cooperation,”
expense of the war can be raised from delivered to several state societies two
revenues obtained by income and ex years ago, said with reference to
cess-profits taxes of the kind with which desirable changes in our tax system,
we are familiar. These levies take large that:
or a nation which has been to

F
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“One change is the broadening of the
base of taxation so that all citizens will
pay a tax. This can and should be
brought about by a system of deduc
tion at the source, such as has been used
successfully in Great Britain. State un
employment and federal old-age-pen
sion taxes are now handled on that
basis, and income taxes should offer no
greater relative difficulty. The normal
tax, at a rate to be determined by Con
gress, would be deducted by the payer,
who would be responsible for turning
over to the government monthly, or
perhaps quarterly, the amounts with
held. This would apply to payments of
wages, salaries, interest, dividends, and
royalties, the principal sources of in
come to individuals, but would exclude
rents. No exemption would be allowed
for this normal tax, thus saving the
filing of numerous reports and avoiding
complications, expenses, and adminis
trative difficulties.”
It is to draw revenues from the lowerincome groups that tremendous pressure
is now being exerted in favor of the
imposition of a sales tax.
With severely increased rates of tax it
becomes increasingly important to avoid
imposing the income tax upon receipts
which constitute capital and not in
come. The House bill (H.R. 7378) for
the Revenue Act of 1942, contains many
provisions aimed at removing inequities
in the existing law. Many of the pro
visions of the bill give effect to recom
mendations submitted by the American
Institute of Accountants committee on
federal taxation.
The principal proposed technical
changes are summarized herein. Follow
ing the caption for each subject, the
source of the provision is indicated by
reference to the sections of the House
bill, by number. For convenience, the
modifications are divided into five gen
eral groups, as follows:

III. Relating chiefly to corporate taxes
other than the excess-profits tax.
IV. Relating to the corporate excess
profits tax, including special relief
provisions.
V. Relating to the estate tax and the
gift tax.
I. Relating Chiefly to Personal
Income Taxes
(1) Annuity Trusts (110)
This section of the House bill pro
vides for taxing the distributee of trust
funds upon the trust income to the ex
tent that the distribution is paid out of
income from the trust property. Thus,
annuity payments which are to be paid
out of trust funds whether or not there
are earnings sufficient to cover the pay
ments, will constitute taxable income to
the distributee to the extent that the
amount paid does not exceed the income
available for the distribution. This pro
vision is to be effective for amounts
distributed after December 31, 1941.

(2) Alimony and Separate Maintenance
Payments (117)
The new bill provides that alimony
payments shall be taxable to the wife
who receives them and shall be deducti
ble by the husband who pays the
amounts. Except for this change, there
would be many cases in which the hus
band would not have sufficient income
left after paying alimony to meet his
income-tax obligations. A similar pro
vision was contained in the revenue bill
of 1941 but was eliminated in the joint
conference. The same procedure is to be
applied to separate maintenance pay
ments. Provision is made for taxing the
husband upon the portion of such pay
ments which are to be applied for the
support of his minor children.
Where the husband’s alimony or sep
arate maintenance obligation is dis
charged through periodical payments
I. Relating chiefly to personal in attributable to property in trust, life
insurance, annuity, or endowment con
come taxes.
II. Relating to both corporate and tracts, the wife is required to include
personal income taxes.
such payments in gross income, whether
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they come from income or capital, and
such amounts will be excluded from the
gross income of the husband.

from the decedent. Provision is made for
a deduction by the recipient of the in
come, of a ratable portion of the estate
tax imposed upon accrued items of
(3) Non-trade or Non-business Deduc income.
tions (118)
But the section as written will result
To overcome the effect of the Higgins1 in increased taxes in many cases instead
decision and restore the procedure long of the decrease which was sought to be
recognized by the Treasury and the obtained. There would be many in
Board of Tax Appeals, section 118 of stances in which the combined effect of
the House bill provides for the deduc the estate tax and the income tax would
tion of ordinary and necessary expenses actually exceed the amount of the ac
paid for the production or collection of crued income. This effect is because the
income, or for the management, con provision, which defines the deduction
servation, or maintenance of property allowable for estate tax in the tax re
held for the production of income. It is turns of the recipients of the accrued
apparent that accounting fees incurred income, permits the deduction to be a
in accounting for taxable income will be ratable portion of the total estate tax
deductible, though it is not clear whether on an average basis instead of at the
deductions are to be allowed for fees highest effective bracket applicable,
charged for the actual preparation of a and requires the credit for state inherit
tax return where only non-business in ance taxes to be first deducted. Under
come is involved. Subsection (d) amends the existing law, in computing the dece
section 23 (1) relating to the deduction dent’s taxable estate, the deduction for
for depreciation by including a provi the accrued income tax upon the ac
sion for the deduction of depreciation crued income is effective in the top
of property held for the production of estate-tax brackets of the decedent’s
income, whether or not connected with estate and there is no income tax appli
a trade or business. This provision is cable to the amount received by the
made effective for prior revenue acts.
recipient of the income, except for the
excess, if any, over the amount taxed
(4) Income in Respect of Decedents (125) for estate-tax purposes. Thus, in the
The present procedure for taxing the case of a large estate, the provision of
accrued income of a decedent who has the House bill will frequently produce a
accounted for taxable income on the higher aggregate of estate and income
cash basis, frequently results in an in taxes on items accrued at death than
equitable distortion of net income in the would result under existing procedure.
final lifetime return because of pyramid If this is not corrected the only real
ing accrued income on top of the net relief available for those who would be
income on the cash basis. In section 125 adversely affected, will be to change to
of the House bill an attempt has been the accrual basis of accounting for their
made to extend relief from this effect individual incomes.
by striking out the present provision of
section 42 (a) and section 43 relating to (5) Compensation for Services Rendered
for a Period of Thirty-six Months or
inclusion of items of accrued income and
More (128)
deductions up to the date of the death
of a cash-basis decedent, and requiring
This section is for the purpose of re
such items to be accounted in the re ducing the period for which compensa
turns of the persons receiving such tion for specified types of personal
amounts by inheritance or survivorship services may be earned, and still have
the benefit of a tax limitation, from five
*
3112 U. S. 212.
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years to thirty-six months. The limita
tion is equal to the tax which would
have been paid upon such compensa
tion had it been received in equal por
tions in each of the months.
(6) Basis of Gifts (130)
This section will amend section 113
(a) (3) to provide that the basis of prop
erty transferred in trust shall be the
same as for property acquired by gift
not in trust. This provision will over
come the effect of decisions which have
held that the basis for loss on property
acquired by a transfer in trust without
consideration is governed by Code sec
tion 113 (a) (3) and not by section 113
(a) (2) which applies to property ac
quired by a gift not in trust.2 In Treas
ury Decision 5137, promulgated April
11,1942, the Treasury modified the reg
ulations to conform with such decision.
The new provision will operate to re
verse these rulings and restore the pro
cedure specified in the regulations prior
to April 11, 1942 [regulation 103, sec
tion 19.113 (a) (2)-1].
(7) Income from Sources without the
United States in Certain Cases (134)
This section will eliminate the ex
emption under section 116 (a) for earned
income of United States citizens resid
ing outside the United States for more
than six months during the taxable year.
It also provides that under section
251 compensation for personal services
within a possession of the United States,
paid by the United States or any agency
thereof, or under contract, shall be in
cluded in gross income. The section will
restrict the geographical application of
section 251 to the Commonwealth of the
Philippines and Puerto Rico.

(8) Reciprocal Exemption of Compensa
tion of Employees of the Common
wealth of the Philippines (135)
Under this section exemption from
the United States income tax will be
2 Title Guarantee and Trust Co. v. Commis
sioner, 42 B.T.A. 748.
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granted to compensation paid by the
Commonwealth of the Philippines to its
officers or employees for services ren
dered in the United States.
(9) Transactions in Stocks, Securities,
and Commodities not Considered En
gaging in Trade or Business in Cer
tain Cases (149)
Under this section non-resident aliens
and foreign corporations will not be re
garded as engaged in business in the
United States only by effecting trans
actions in stocks, securities, and com
modities through a resident broker.

(10) Withholding of Tax at Source (153)
This section adds a new supplement
designated “Supplement U” to provide
a system for collection of the tax at
source on dividends, bond interest, and
wages, if and when paid.
In order to minimize the burden on
industry and on the Treasury Depart
ment, which would result from the uni
versal application of the provisions of
this supplement, the Institute’s com
mittee on federal taxation has made
several recommendations to the Senate
Finance Committee which are sum
marized as follows:
(1) Section 425 should be amended to
exempt employers of less than 8
from withholding.
(2) Section 426 (b) should be modified
to provide a series of tables provid
ing for income blocks on which
specified amounts should be with
held.
(3) Section 427 (b) should be modified
to base withholding on the status
(as to exemption and dependents)
at the beginning of the year.
(4) Section 430 should be amended to
eliminate the requirement that a
statement of tax withheld be fur
nished with final wage payments.
(5) Section 426 (a) should be modified
to eliminate withholding on pay
ments to partnerships of fiduciaries.
(6) Section 426 should be modified to
exempt payments of interest and
dividends of less than $50.
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(7) Section 430 (b) should be modified should also be made to include the resto
to eliminate the requirement that ration of excessive depreciation if the
a special statement of tax withheld deduction resulted in no tax benefit.
be furnished with every interest or The proposal was not adopted and
dividend payment.
apparently will not be necessary if the
The Senate Committee action pro recent decisions of the Board of Tax
vides for elimination of withholding on Appeals, which recognize this procedure
coupon interest and on interest pay as being correct, are not overruled.
ments by building-and-loan associations,
(13) Report Requirement in Connection
credit unions, and similar institutions,
with Inventory Methods (116)
and adopts the block-schedule proce
Section
116 will eliminate the require
dure for actual amounts to be withheld.
ment that interim financial reports
II. Relating to Both Corporate and must have been made upon the last-in,
first-out method in order for a taxpayer
Personal Income Taxes
to
be entitled to use that method of in
(11) Improvements by Lessee (113)
ventorying goods. The revenue act of
To overcome part of the effect of the 1939 provided that the last-in, first-out
decision in the Bruun3 case, section 113 method of inventorying could only be
of the House bill excludes from the gross elected if no other method had been
income of a lessor, the amount derived used during the taxable year in reports
by him upon the termination of a lease, to shareholders, partners, or for credit
representing the value of property at purposes. This requirement was in
tributable to buildings erected or other tended to prevent the use of higher in
improvements made by the lessee. The ventories in published statements than
lessor’s basis of the property will remain are used in income-tax returns where
unchanged and accordingly the amount the “lifo” method is used, but the effect
ultimately realized upon a sale of the was also to prevent the use of inven
property will reflect the value of the tories which are lower than under the
improvements in the lessor’s capital last-in, first-out method, but which
gain.
might be necessary for use in published
reports in order to comply with some
(12) Recovery of Bad Debts, Prior Taxes,
accounting procedure. The revision will
and Delinquent Amounts (114)
permit the last-in, first-out method to
Under section 114 income attributable be used so long as all annual reports to
to the recovery of bad debts, prior taxes, shareholders or other proprietors, or for
or delinquent amounts will not be credit purposes are made on that basis.
treated as taxable income when the
The Senate Committee’s action would
prior deduction resulted in no tax permit users of the last-in, first-out
benefits. The provision as written will method to compute their inventory on
actually give effect to the present atti this basis back to the year 1938.
tude of the Board of Tax Appeals with
respect to such recoveries and should (14) Deduction for Bad Debts, etc. (119)
serve to avoid litigation on this ques
The proposed provision would change
tion.
the long-established requirement for
This section is to be applicable with ascertainment of worthlessness and
respect to taxable years beginning after charge-off of bad debts for deduction
December 31, 1938.
of worthless debts not under the reserve
The Institute’s committee on federal method. The new provision will allow
taxation proposed that this section deductions for worthless debts for the
year in which they become worthless
• Commissioner v. Bruun, 309 U. S. 461.
95

Wartime Accounting

Court’s decision in the New York Life
Insurance Company case,4 where the
court denied the taxpayer’s contention
that premiums should be amortized.
And what does the 1942 act propose? In
a section composed of 7 subsections, 26
paragraphs, and 1,500 words, it (a)
compels the owner of non-taxable bonds
to amortize premiums, (b) gives an
election to the owner of taxable bonds
to amortize or not to amortize premi
ums, and (c) says nothing whatever
about the converse situation, the accu
mulation of discounts on bonds bought
for less than redemption price.
It would seem that the law could
have covered proper accounting for
bond income—all bond income—by a
simple provision that amortization of
bond premiums and accumulation of
bond discounts shall be required in
accordance with sound accrual ac
counting practice, with an equally sim
ple provision covering interest expense.
On this general question, we may also
recall that in a case concerning interest
expense, the Old Colony Railroad Co.
case,5 the notion of bond yield as the
basis for correct interest calculation was
solemnly labeled as an “esoteric concept
derived from subtle and theoretic an
alysis.” It appears that now the law of
the land has recognized, however im
perfectly, the soundness of this “eso
teric concept derived from subtle and
theoretic analysis.”
Amortization of bond premiums has
long been recognized in accounting for
the interests of life tenants and remain
dermen, and should not have caused
as much difficulty in income-tax ac
counting as has been experienced chiefly
because of the New York Life Insurance
decision. This problem is one of the
many that have arisen as a result of the
unsound and distorted meaning and
application of the terms “accrual” and
“accrued” for income-tax purposes.
The whole concept of accrual ac

and is to be effective for taxable years
beginning after December 31, 1938.
It also provides that a worthless nonbusiness debt is to be regarded as a loss
on the sale of a long-term capital asset.
This feature is to be applicable for tax
able years beginning after December 31,
1941. The five-year carry-over provision
for net capital losses in excess of $1,000
is to be available with respect to the
portions of debts which are not deducti
ble because of being in excess of the
amount allowable as a net capital loss.
(15) Amortizable Bond Premium (120)
Amortization of bond premium is pro
vided by this new section which will
add subsection (v) at the end of section
23. Amortization of bond premium will
be mandatory with respect to fully taxexempt bonds, elective in the case of
fully taxable bonds, and in the case of
partially tax-exempt bonds it will be
mandatory for corporations and elec
tive for other taxpayers.
Deduction is to be allowed for the
amortizable premium applicable to the
taxable year except in the case of fully
tax-exempt bonds. Where bond premium
is amortized, the amortized portion is to
be effective as a reduction of the basis
for computing gain or loss.
How gingerly the tax law moves at
times is illustrated in this matter of the
yield-income basis against the coupon
income basis for bonds. Without becom
ing enmeshed in some of the finer spun
theories of the mathematicians, we can
all subscribe to the proposition that in
terest is an accruable item, whether as
expense to the borrower, or as income to
the investor, and that where premiums
and discounts are involved, they are
nothing more than adjustments of the
coupon rate of interest, and therefore
are likewise accruable.
The revenue act of 1942 approaches
the matter of bond income, after thirty
years of silence in the revenue acts, and
fifteen years of false doctrine arising
chiefly out of the United States Supreme

4271 U. S. 109.
5284 U. S. 552.
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counting has been stated to be the
matching by accounting processes of
efforts and accomplishments, of service
acquired and service rendered, as dis
tinct from the matching of disburse
ments and receipts. (Paton and Little
ton, “An Introduction to Corporate
Accounting Standards,” p. 16.) Tech
nically, the term “accrual” is the rec
ognition of income and expense ahead of
receipt or disbursement, and another
term, “deferment,” is used for the dis
tribution to income or expense subse
quently to receipt or disbursement but,
both practically and theoretically, the
first term includes the second.
As an example of the perversion of the
accounting meaning of “accrual,” we
note that under the income-tax inter
pretations of that term, a cash basis
tenant is compelled to account for an
advance payment of rent on the accrual
basis, while his accrual-basis landlord
is compelled to account for this same
item on the cash basis.
(16) Deduction Denied if Proceeds Used
to Pay for Insurance (121)
This provision is for the purpose of
adding a new paragraph, (6), to section
24 (a) to deny a deduction for any
amount for interest on an indebtedness
incurred or continued to purchase or
carry a single premium or fully paid-up
life insurance or endowment contract.

account the items are properly charge
able is real or personal, improved or
unimproved, productive or unproduc
tive.
(18) Returns for a Period of Less Than
Twelve Months (126)
This section would amend section 47
(c) to make it applicable not only to
individuals but also to corporations that
have a short-period taxable year be
cause of a change in their accounting
period. It provides that the taxpayer
may determine its tax by reference to
its actual income for the twelve months
from the beginning of its short period.
To be entitled to this possible benefit,
it is encumbent upon the taxpayer to
establish his correct income for such
twelve-months period. Under this method
the resulting tax will be the proportion
of the total tax as computed for the first
period of twelve months, which the net
income for the short period bears to the
net income for the full year, provided
that the tax is not less than the tax
applicable to the actual income for the
short period. The effect of this provision
will be to enable taxpayers to change
their accounting period without the
penalty of having to pay a higher tax
rate on the income for the short period
than would have resulted if no change
in accounting period were made.

(19) Fiscal Year Taxpayers (129)
(17) Taxes and Other Charges Charge
Under the House bill in the case of
able to Capital Account not Deducti taxable periods embracing years with
ble but Treated as Capital Items (122) different tax laws the tax liability is to
This section of the House bill provides be determined by computing the tax
against any deduction of taxes or other at the rates under each law and combin
carrying charges if properly chargeable ing the portion of each tax under the
to capital by reason of an election on the computation which the number of
part of a taxpayer to capitalize the months falling within the calendar year
items.
bears to the total months in the taxable
It also contains a clarifying provision period. This provision is not to apply to
to make it clear that no adjustment of an insurance company subject to sup
basis under section 113 (b) (1) (A) shall plement (g), a foreign personal-holding
be permitted for carrying charges which company subject to supplement (p), or
have been deducted in computing net a regulated investment company sub
income, whether the property to which ject to supplement (q). Specific provi
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sions are made as to the applicability
of certain sections of the bill in com
puting the tax for a fiscal year beginning
in 1941 and ending in 1942. A special
definition is contained in this section for
the net operating loss carry-over and
the unused excess-profits credit.
(20) Percentage Depletionfor Coal, Fluor
Spar, and Metal Mines and Sulphur
(131)
Fluor spar mines are to be allowed
percentage depletion at a rate of 15
per cent subject to the same limitations
as are applicable in the case of metal
mines. For taxable years beginning after
December 31, 1941, the election re
quirement for depletion on the per
centage basis is eliminated for coal,
fluor spar, metal, and sulphur mines.

(21) Distributions in Liquidation (133)
This section of the House bill provides
for a modification of the capital gains
status of gains upon distributions in
partial liquidation of a corporation,
amending section 115 (c) to permit the
benefit of the capital-gains rate to gains
resulting from such distributions.
(22) Capital Gains and Losses (136)
The principal features of the changes
with respect to capital gains and losses
are summarized as follows;

(e) A carry-over of net short-term
capital losses is to be allowed
against short-term capital gains
for five succeeding years.

(23) Real Property Improvements; In
voluntary Conversions; etc. (137)

(a) The term “capital assets” in
section 117 (a) is re-defined to include
real-property improvements which be
come a permanent part of the land, but
not fixtures or other removable struc
tures.
(b) Net gains from sales or exchange
of depreciable business property, in
cluding gains from involuntary conver
sion of such property, are to be treated
as gains from the sale or exchange of
capital assets held for more than fifteen
months. If the aggregate of losses on
such sales or exchanges exceeds the
aggregate of the gains, gains and losses
shall not be treated as gains and losses
from the sale or exchange of capital
assets held for more than fifteen
months.
Under the Senate Committee amend
ment, in the case of land and buildings
used in business, a net loss would be
treated as an ordinary loss while a net
gain would constitute a capital gain.
(c) Section 112 (f), relating to gains
and losses on involuntary conversion
of property is to be amended to permit
the deduction of losses of this kind.
The Senate Committee has adopted
an amendment which would eliminate
gains on capital assets sold prior to
March 3, 1936, for the purpose of the
surtax on undistributed profits under
the act of 1936. It has also adopted an
amendment to provide relief from that
tax for corporations prevented by state
or federal law from paying dividends.

(a) The holding period necessary to
qualify as a long-term capital asset
is reduced from 18 months to 15
months.
(b) No deduction is to be allowed
against other income except that
individuals will be permitted a de
duction for a net capital loss up to
$1,000.
(c) Corporations are to be extended the
benefit of an alternative tax limit
under a provision by which a rate (24) Holding Period of Stock Acquired
limit of 25 per cent on long-term
Through Exercise of Rights (138)
capital gains is to be effective.
This section is to provide that the
(d) A net long-term capital gain is to
be reduced by a net short-term loss holding period applicable to stock ac
before applying the alternative quired through the exercise of rights
shall commence with the date the right
rate.
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is exercised. This will overcome the
effect of the decision in the case of
Wood v. Commissioner.6

(25) Commodity Credit Loans (139)
This section merely provides that the
taxpayer’s election under section 123 (a)
of the Code with respect to taxable
years beginning after December 31,
1938, may be exercised at or prior to the
filing of the taxpayer’s return for the
year 1942.

(26) Extension of Deductions for Amor
tization of Emergency Facilities to
Persons Other than Corporations (140)
Under this section of the House bill
the privilege of amortizing emergency
facilities is extended to individuals,
partnerships, and estates and trusts.
With respect to an emergency facility
held by one person for life with re
mainder to another person, the deduc
tion shall be allowable to the life tenant,
thereby conforming to the procedure
applicable to the deduction of deprecia
tion of property so held.
The basis for computing amortization
is to be the same as the basis for com
puting gain rather than that prescribed
for determining loss.
The term emergency facility is ex
tended to include facilities acquired or
completed after December 31, 1939,
by others than corporations and after
December 31,1939, and before June 11,
1940, by corporations. In the case of
corporations, if the construction of the
emergency facility occurred partly be
fore June 11, 1940, the part constructed
after December 31, 1939, and before
June 11, 1940, is to be deemed to have
been completed on June 10, 1940, even
though the entire facility was not com
pleted until after such date. The ad
justed basis of an emergency facility,
for amortization basis, is to include only
those amounts attributable to construc
tion or acquisition after December 31,
1939. Appropriate extensions of the
6 75 F. (2d) 364 (C.C.A. 1st, 1935).
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time limits for filing applications for
certificates of necessity are provided.
The Senate Finance Committee pro
poses to allow amortization during con
struction.

(27) Aliens and Foreign Corporations
Treated as Non-Residents
and
Section 207, Application of Excess
Profits Tax to Certain Foreign Cor
porations (143)
This section of the House bill elimi
nates the provision that an alien or a
foreign corporation may be taxed as
citizens or resident corporations upon
income from sources without the United
States without being engaged in trade
or business within the United States, by
having an office or place of business
therein. Under existing law non-resident
aliens and foreign corporations are taxed
at a flat rate on fixed and determinable
income if not engaged in trade or busi
ness within the United States, and not
having an office or place of business
therein; while those which are engaged
in trade or business within the United
States or having an office or place of
business therein are taxed on income
from sources within the United States
at the rates applicable to citizens and
domestic corporations. Under the new
provision the only test in determining
whether the alien or non-resident cor
poration may be taxed at ordinary rates
is whether such individual or corpora
tion is engaged in trade or business
within the United States.

(28) Pension Trusts (144)
In order to qualify under section 165
(a) the proposed provision in the House
bill makes it necessary that the plan
must benefit either 70 per cent or more
of all employees, except those employed
for not more than a minimum period
specified in the trust instrument, not
over five years, employees who work
not more than three hours a day or not
more than three months in a year, or
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Similar provisions apply to annuity
contracts purchased for employees.
These proposed amendments are to
apply to taxable years beginning after
December 31, 1941.
The Senate Committee proposes to
liberalize several of these provisions.
It would permit recovery by the em
ployer of contributions made to the
trust after all liabilities of the trust have
been satisfied, and would not deny the
exempt status of the pension trust be
cause of such recovery.
The Senate Committee would permit
the employer to designate all the plans
which he intends to qualify as exempt
trusts under section 165 (a) and, if all
these plans cover a sufficient propor
tion of all employees, that is adequate
without requiring a designated propor
tion for each plan.
The proposed provision of the House
bill requiring the plan to benefit at least
70 per cent of all employees is changed
to require either at least 70 per cent to
be covered, or at least 70 per cent to be
eligible, provided that 80 per cent of
the eligible employees avail themselves
of the plan. The Senate Committee also
proposes that plans intended to sup
plement the social-security-law benefits
be exempt under sec. 165 (a), though
less than the required percentage of
employees is covered.
The trust would not lose its exempt
status merely because at some time dur
ing the taxable year it failed to meet the
coverage requirements.
Where an employee under an exempt
trust receives in one year the total
amount to which he is entitled, the
amount shall be taxed as capital gain.
In addition to the 5 per cent deduction
permitted under the House bill, the
Senate Committee would permit addi
tional deduction in the current year if
the employer presents actuarial cal
culations demonstrating the necessity
of such excess contributions. The Com
mittee also would permit additional de
ductions for amounts paid in for past
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such employees as qualify under a clas
sification found by the Commissioner
not to be discriminatory in favor of
officers, shareholders, or highly compen
sated employees. The report of the
House Ways and Means Committee
states that it is not necessary that a
pension plan be made applicable to all
of the departments or operations of an
employer, but may be confined to the
employees of a designated department,
to employment for a designated number
of years, or to clerical or salaried em
ployees, as distinguished from employ
ees paid on an hourly wage basis.
Deductions are applicable only for
the year in which paid into the trust by
the employer and the deduction is to be
limited to 5 per cent of the compensa
tion paid to beneficiaries of the trust.
Any excess over 5 per cent is to be de
ductible in equal parts over a period of
60 consecutive months beginning with
the first month of the year in which the
amount is paid by the employer. In or
der to obtain exemption it must be im
possible for any part of the principal or
income to be used otherwise than for the
exclusive benefit of the employees.
If the trust is exempt under section
165 (a) the employee is not taxable
upon any amount until the trust funds
are actually distributed or made avail
able to him. Then it is to be taxable to
the same extent as he would be upon an
annuity purchased by him at a cost
equal to his contribution to the trust
fund. If the trust does not qualify for
exemption then the employee is taxable
on amounts contributed by the employer
if the employee’s beneficial interest in
such amount is non-forfeitable. The
employer will receive no deduction for
amounts contributed to such a trust as
long as the employee’s rights therein
are forfeitable.
Provision is made to consider several
trusts as one for the purpose of de
termining the applicability of the pro
posed provision if the trusts are desig
nated as trusts for this purpose.
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services, up to 10 per cent of the cost
of the pensions for such past services,
the balance to be carried over into the
five succeeding years.
Deductions for amounts paid into
a profit-sharing trust can be taken by
the employer up to 15 per cent of the
compensation otherwise paid to the
beneficiaries covered, the balance to be
carried forward into later years.
The Senate Committee voted to
make all amendments applicable only to
taxable years beginning after December
31,1942, and to make trusts eligible for
exempt status in 1943 if they satisfy
the requirements by December 31,1943.
(29) Statute of Limitations on Refunds
and Credits (150)
(A) Subdivision A provides that the
amount of a credit or refund which may
be allowed or made shall be limited to
the portion of the tax paid within two
years immediately preceding the filing
of the claim if the refund claim is not
filed or the refund or credit allowed
within three years from the time the
return was filed.
(B) It is also provided that the exe
cution of agreements to extend the
period of limitation on assessments
shall extend the period for filing claims
for refund until six months after the ex
piration of the period as extended for
assessment of a tax. The refund is to be
limited to the amount which could be
allowed if the claim had been filed at
the time the waiver was executed, plus
the portion of tax paid after the execu
tion of the waiver and before the filing
of the claim.
(C) For the purpose of this amend
ment a return is to be considered as
filed on the last day prescribed for such
filing, even though actually filed prior
to such time.
(D) A special period of limitation is
provided for refunds applicable to bad
debts and worthless securities. This pro
vision is applicable to years beginning
after December 31, 1938, and will per

mit a claim to be filed within seven
years from the date provided bylaw for
filing the return for the year for which
the claim is made. Under this provision
the refund or credit attributable to the
deduction of the bad-debt or loss items
may be made regardless of any statu
tory limitation otherwise applicable to
the amount refundable. These provi
sions are not applicable to the deduc
tions for debts which are partially
worthless.
(E) For years beginning after De
cember 31, 1941, the limitation period
on refunds and credits for overpayments
found by the Board of Tax Appeals is to
be measured from the time of the mail
ing of the deficiency notice instead of
from the time the petition was filed.

III. Relating Chiefly to Corporate
Taxes, Other Than the Excess
Profits Tax
(30) Computation of Net Operating Loss
Credit and Dividends Paid Credit
(124)
This section of the House bill pro
vides several technical modifications re
lating to sections 26 and 27, affecting
the amount of the net operating loss
credit under section 26 (c) (1), the net
operating loss definition in section 26
(c) (2), the definition of the basic surtax
credit in section 27 (b), and the dividend
carry-over under section 27 (c). These
provisions are of interest only in cases
of personal-holding companies and sec
tion 102 taxes. The credit for the net
operating loss of the preceding taxable
year which is a part of the basic surtax
credit, and the limitation upon the
amount of the basic surtax credit may
not exceed the section 102 net income,
the Supplement (P) net income, or the
subchapter (A) net income.
The dividend carry-over under sec
tion 27 (c) is to be limited by requiring
the subchapter (A) net income instead
of the adjusted net income to be used in
the computations with respect to the
previous taxable years.
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(31) Denial of Capital Loss Carry-Over
to Section 102 Companies (127)
This section of the House bill pro
vides that the section 102 net income is
not to include any loss carry-over.
(32) Effect on Earnings and Profits of
Wash-Sale Losses (132)
This provision is for the purpose of
amending section 115 (1) of the Code to
make it definite that a loss from wash
sales of securities disallowed under sec
tion 118 to a corporation shall be con
sidered as not having been recognized
for the purposes of computing earnings
and profits.

return intercompany personal holding
company income is to be eliminated.
The declared value excess-profits tax
and the surtax on personal holding com
panies are not to be computed on the
basis of the consolidated return, except
in the case of affiliated groups or railroad
corporations which would have been en
titled to file the consolidated returns
under section 141 before amendment by
this section.

(35) Life Insurance Companies (145)
Under the proposed bill, the tax on
life-insurance companies will be sharply
increased. The report of the House Com
mittee points out that while the annual
investment income is in excess of a bil
(33) Foreign Tax Credit on Amount of
lion dollars, the federal revenue has
Foreign Subsidiary (141)
become comparatively negligible. The
Provision is made to extend the com report further states that the liberal de
putation of the credit for taxes paid by duction allowed for the amount of in
a foreign subsidiary to include the for terest required for the maintenance of
eign taxes paid by a subsidiary of a reserves and the virtual duplication
foreign subsidiary.
therein of the deduction for tax-exempt
interest are chiefly responsible. Hence,
(34) Extensions of Consolidated Returns although these companies are to remain
Privilege to Certain Corporations taxable on their investment income, im
(142)
portant changes are proposed in the
Under the House bill affiliated cor manner of computing taxable income.
porations would be permitted to file con To indicate the effect of these changes,
solidated returns for normal tax and sur computations were made in a selected
tax purposes. The privilege is elective, case, which in 1941 showed on its tax
and if exercised by an affiliated group return a loss of $500,000. In applying
the group must also file a consolidated the proposed changes to this case, the
excess-profits-tax return for the same result would be a taxable income of
year. If a group includes a corporation $100,000, with tax of $45,000.
which is subject to the income tax but is
The proposed provision substitutes a
exempt from the excess-profits tax, “reserve and other policy liability cred
those members of the group which are it” for the present reserve earnings de
subject to the excess-profits tax are to duction, the deduction for interest paid,
be included in the consolidated excess- and the deduction for deferred divi
profits-tax return.
dends. It is to be a flat percentage of
Personal ^holding companies are not the net investment income after deduct
subject to the excess-profits tax, but ing tax-exempt interest. The percentage
provision is made that in determining is to be the same for all companies,
whether the gross income of a corpora based upon the aggregate deductions of
tion satisfies the gross-income require all companies for these three items. This
ment for personal holding companies figure for the year 1941 would have
for the purpose of determining includi- amounted to about 93 per cent of the
bility in the group filing a consolidated aggregate net investment income and
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it is expected that this will be the
approximate experience for future years.
The figure for each taxable year is to
be determined and proclaimed by the
Secretary of the Treasury.
Foreign life-insurance companies are
to be taxed only upon income from
sources within the United States instead
of on the share of the net income from
all sources which reserve funds held
on United States business bears to the
total reserve funds.
Burial or funeral-benefit companies
are excluded from the definition of lifeinsurance company but companies is
suing noncancelable contracts of health
and accident insurance are included.
Gains from sales or exchanges of capi
tal assets acquired subsequent to De
cember 31, 1941, are to be included in
the gross income of a life-insurance
company, subject to the provisions of
section 117.
The term “life insurance reserves”
is defined to conform substantially with
the existing regulations. The term “ad
justed reserves” is also defined and is
one of the elements to be used in ar
riving at the figure to be determined
and proclaimed by the Secretary of the
Treasury. The term “interest paid”
is also defined and is one of the factors
in determining the annual formula.
Interest paid is to include amounts in
the nature of interest such as so-called
excess-interest dividends as well as
guaranteed interest, paid within the
taxable year on insurance contracts
which do not involve life, health, or
accident contingencies. Under existing
law such excess-interest dividends have
been held to come within the definition
of reserve funds required by law, of
which a specified percentage is allowed
as a deduction.
In computing net income an addi
tional allowance of one fourth of the
amount by which net income computed
without any deduction for investment
expenses allowed by subparagraph (B)
exceeds 3% per cent of the full value of

the mean of the invested assets held at
the beginning and end of the taxable
year, if the company can justify such
additional deduction by a reasonable
allocation of actual expenses.
Life-insurance companies are to be
allowed the same deductions for losses
as are to be allowed to banks. They
are also to be allowed the same deduc
tion for amortizable bond premiums as
is allowed to bondholders generally
under section 125.
For life-insurance companies writing
cancelable health and accident con
tracts the net income is to include
3% per cent on the reserves for un
earned premiums and unpaid losses on
such contracts with a proviso that the
unearned premiums shall be considered
to be not less than 25 per cent of net
premiums written during the taxable
year on such policies.
The Senate Committee proposes to
eliminate the provision in the House
bill for including gains and deducting
losses on sales or exchanges of capital
assets.

(36) Insurance Companies Other Than
Life or Mutual (146)
This section provides an amendment
in the interest of participating stock
insurance companies. The dividends
and similar distributions paid by such
companies to policyholders, including
the increase in surplus apportioned to
policyholders, are to be allowed as de
ductions.
(37) Mutual Insurance Companies Other
Than Life (147)
The exemption under section 101 (11)
applicable to mutual insurance com
panies other than life is to be restricted
to those having ledger assets of which
the mean at the beginning and end of
the taxable year does not exceed $100,000, with a notch provision applicable
where the mean of the ledger assets held
at the beginning and end of the taxable
year is between $100,000 and $150,000.
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(38) Regulated Investment Companies
(151)
This section of the House bill is to
amend sections 361, 362, and 363 of
the Internal Revenue Code to extend
the special tax treatment given in Sup
plement Q to mutual investment com
panies to other investment companies
that are regulated under the Investment
Company Act of 1940, and satisfy the
requirements of 361.
(39) Amendments to Supplement R(152)

This section contains several provi
sions modifying Supplement R, one of
the principal modifications extending
the nonrecognition of gain upon sales of
assets, under specified conditions, were
made in obedience to orders of the Se
curities and Exchange Commission.
This is to afford relief where exchanges
are not feasible.

made with reference to consent divi
dend procedure so that consent divi
dends may be taxable to the share
holders and dividends credit allowed to
the corporation even if there are no ac
cumulated earnings.
The Senate Committee has adopted
a provision which would permit per
sonal-holding companies to liquidate
with tax advantages similar to those
in section 112 (b) (7) of the 1938 Act
applicable to corporate liquidations in
December, 1938.

IV. Relating to the Corporate Ex
Profits Tax Including Special
Relief Provisions

cess

(42) Insurance Companies (204)

(a) Subsection (a) provides that the
excess-profits net income of a lifeinsurance company shall be the ad
justed normal-tax net income minus
3¼ per cent of the unearned premiums
(40) Exemption of Certain Corporations and unpaid losses on cancelable health
from Personal Holding Company and accident insurance contracts.
(b) The reserve and other liability
Tax (182)
This section provides for exemption credit shall be reduced by 50 per cent
in computing the excess-profits net in
of industrial-loan companies which are
subject to state supervision, from the come of a life-insurance company under
the invested-capital method.
personal holding company tax. The pro
(c) By subsection (c) it is provided
vision is retroactive to taxable years
that the reserves of an insurance com
beginning after December 31,1938.
pany shall constitute borrowed capital
The Senate Committee proposes to
instead of equity-invested capital. In
give such corporations the option of
the case of an insurance company bor
being taxed as personal holding com
panies or as ordinary corporations for rowed capital is to include the mean of
the amount of the pro rata unearned
1940 and 1941.
premiums determined at the beginning
and end of the taxable year. For a life(41) Distributions by Personal Holding
insurance company it is also to include
Companies (185)
the mean of the amount of the lifeThe principal modification proposed insurance reserves, and the mean of
by this section is to enable personal the amount of the reserves on insurance
holding companies to make distributions contracts (or contracts arising out of
of taxable dividends even though the insurance contracts) which do not in
subchapter (A) net income may be in volve, at the time with reference to
excess of the accumulated earnings. which the computation was made, life,
This amendment is retroactive to tax health, or accident contingencies, de
able years beginning after December 31, termined at the beginning and end of
1936. A corresponding provision is the taxable year.
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(43) Technical Amendments Made Nec
essary by Change in Base for Cor
poration Tax (205)
In addition to certain technical
changes made necessary by the change
in the base of the corporation income
tax, this section provides that in com
puting the excess-profits-credit carry
over, the excess-profits credit and the
excess-profits net income for taxable
years beginning in 1940 and 1941 shall
be computed under the law applicable
to taxable years beginning in 1942.
(44) Excess Profits Net Income Placed
on Annual Basis (208)
The provision for placing the income
on an annual basis for taxable years of
less than twelve months corresponds
substantially with the provision in
section 126 of the House bill relative to
the income tax. It will enable a corpora
tion to compute the tax for a short
period by reference to its adjusted
excess-profits net income for a twelve
month period. (See recommendation
No. 25 of the American Institute of
Accountants committee on federal tax
ation.) This provision amends section
711 (a) (3) of the Code. In the event of
the disposition of substantially all of
its assets, the twelve-month period will
be such period ending with the close of
the short taxable year.

(45) Interest on Certain Federal Obliga
tions (209)
This section redefines the term “defi
cit in excess-profits net income” by
providing that the credit for tax-free
interest on certain obligations of the
United States and its instrumentalities
provided in section 26 (a) shall be taken
into account in addition to the deduc
tions and the credit for dividends re
ceived.

stock owned by a taxpayer corporation
in any one or more corporations of the
same controlled group, if such stock was
acquired after the beginning of the tax
payer’s first excess-profits-tax year.
The section provides two rules for
the determination of the amount of the
daily capital reductions for such stock
for any day of a taxable year beginning
after December 31, 1941.

(47) Basis of Property Paid In (212)
Under section 212 provision is made
to coordinate the basis of property paid
in for stock, for invested-capital pur
poses, with the provision in section 115
(1) relating to the effect upon earnings
and profits of the disposition of the
property. If property paid in was dis
posed of before the taxable year, its
basis for determining loss will be the
same as for determining loss for the
year of disposition, but without regard
to the value at March 1, 1913.
If the property was disposed of prior
to March 1, 1913, the basis is to be
considered as its fair value at the time
paid in.
It also provides that if the unadjusted
basis for determining loss is a substi
tuted basis, such basis shall be adjusted
for the period prior to its acquisition by
the taxpayer by an amount equal to the
adjustments which would be required
for the purpose of determining earnings
and profits in accordance with section
115 (1).

(48) A Discussion of the Provisions of
Section 213 of the House of Repre
sentatives Tax Bill Relating to Re
lief Provisions Under the Excess
Profits Tax Law
(a) Legislative history
The original excess-profits-tax act as
contained in the 1940 Internal Revenue
Act, contained relief provisions to the
(46) Capital Reduction in Case of Mem extent that the net income of the tax
bers of Controlled Group (210)
able year was to be adjusted to exclude
This section of the House bill pro therefrom income which, by its nature,
vides for a daily capital reduction for did not constitute excess profits for the
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year, or by disallowing deductions
which were made against the normal
tax net income in the base-period years
but which were not normal deductions
directly applicable against earnings
for the year.
The second Revenue Act of 1940 con
tained certain provisions with respect
to the exclusion of specific types of in
come which were deemed not to repre
sent excess profits for the current year.
There were six specified types of ex
cluded income.
It was clearly recognized by Congress
at the time of the passage of the second
Revenue Act of 1940, that even these
six enumerated classifications of ab
normal income would not prove ade
quate or equitable for all corporations.
The conference report on the second
Revenue Act of 1940 stated that the
relief provisions included in the act
were hastily designed to take care of
general abnormalities in both income
and capital, without which certain tax
payers would be subjected to unusual
and severe hardships.
Further consideration of the subject
of relief provisions was given by Con
gress in the 1941 amendments to the
excess-profits-tax bill. The House Ways
and Means Committee, in its report
accompanying this bill, stated as fol
lows:

this type depends, to a considerable de
gree, upon its intelligent and sympa
thetic administration.”

Congress, therefore, broadened the
scope of the previous relief provisions
and set forth additional specific in
stances in which relief could be af
forded. It has later developed that
even the relief provisions as provided
in the 1941 amendments were not
broad enough in scope to prevent hard
ships and inequities.
In connection with the consideration
by the House of the 1942 tax bill, Sec
retary Morgenthau in his statement
before the House Ways and Means
Committee, suggested additional relief
provisions be enacted where earnings
during the base period were abnormally
depressed.
The relief provisions, dealing with
abnormalities, are in themselves ab
normal, in that they represent an en
deavor to make provision for many
unforeseeable circumstances, whereas
the other parts of the tax statute are
very specific and contain precise defini
tions.

Requires Familiarity with Corpo
rate History as Well as Familiarity
with Relief Provisions

It is useless to understand the relief
provisions without understanding the
accounting and economic history of
“ Experience with excess-profits taxes,
the corporation for its base-period years
both in the United States and abroad,
has demonstrated conclusively that re and for the taxable year. It is equally
lief provisions in abnormal cases can useless as far as the relief provisions are
not be predicated on specific instances concerned, to be familiar with the cor
foreseeable at that time. The unusual porate history without a thorough
cases that are certain to arise are so knowledge of the relief provisions. Thus,
diverse in character and unpredictable the effect of a strike, flood, or other
that relief provisions couched in other event occurring in the base period and
than general and flexible terms are cer constituting a basis for special relief,
tain to prove inadequate.
may be hidden in the financial state
“ For these reasons the present legis
ments and may not be apparent from
lation attempts to provide, both by spe
cific terms and in carefully guarded gen an incomplete review. It is the account
eral terms, a set of flexible rules which ants’ responsibility to discover these
should alleviate at least the bulk of the effects if they are not otherwise brought
severe hardship cases which may arise. to light. Under the revenue code a
The success or failure of legislation of claim for special relief must be filed
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within six months from the date the
return is filed. After the expiration of
the period within which the claim may
be filed, it will be of no avail to consult
a tax advisor relative to the possible
application of the relief provisions.
It is only by combining knowledge of
both factors that the accountant who
prepares a corporation-tax return can
expect to protect the corporation’s
interest as affected by these provisions.
(b) 1942 relief provisions
Section 213 of the Revenue Act of
1942, as passed in the House, would
amend section 722 of the Internal
Revenue Code relating to adjustment
of abnormalities in income and capital.
What section 213 is attempting to do
is to permit the use of a constructive
rather than an actual base-period net
income in the case of corporations
qualifying under the provisions of this
section.
The general rule, as contained in
section 213, is to the effect that any
corporation which establishes the fact
that the excess-profits tax, as computed
without these relief provisions, results
in an “excessive and discriminatory
tax,’’ and further establishes “what
would be a fair and just amount repre
senting normal earnings to be used as
a constructive average base-period net
income for the purposes of an excess
profits tax, based upon a comparison of
normal earnings and earnings during an
excess-profits-tax period, is entitled to
the use of these relief provisions.”
If these two facts are established,
then the excess-profits tax shall be de
termined by using such constructive
average base-period net income rather
than the regularly computed average.
In determining such constructive aver
age base-period net income, no regard
shall be given to events or conditions
affecting the taxpayer, the industry of
which it is a member, or taxpayers gen
erally, occurring or existing after De
cember 31,1939. The implication of this

provision is that events or conditions
creating the abnormal earnings during
the base period must have taken place
or been in effect during the base-period
year or years, and no consideration is
to be given to events or conditions
subsequent to December 31, 1939.
(c) Relief provisions under the income
method
The relief provisions affecting tax
payers using the average base-period
earnings method in computing their
excess-profits-tax credit are discussed
first.
The relief provisions in the House
bill enumerate five specific conditions
under which a taxpayer’s average base
period net income is not a normal
standard of average earnings.

1. Unusual physical conditions:
This provision relates to taxable
years in the base period in which normal
production, output, or operation was
interrupted or diminished because of
the occurrence, either immediately
prior to or during the base period, of
events unusual and peculiar in the ex
perience of the taxpayer.
This is an expression of the same sit
uation for which relief was granted
under the prior law, and is concerned
primarily with physical rather than
economic events or circumstances. This
relief is not intended to apply in the
cases involving curtailment of produc
tion due to high prices of materials,
labor, capital, or any other agent of
production, or to a low selling price of
products, or to a low physical value of
sales due to an abnormally low demand
for the products. It relates to unusual
or abnormal events affecting production
such as fire, floods, storms, interruption
by strikes, litigations, injunctions, shut
downs for rebuilding or rehabilitation,
expiration of leases resulting in a neces
sity to move, experimental and develop
ment periods, and other similar situa
tions.
107

Wartime Accounting

2. Unusual temporary economic con their average earnings level. This repre
sents a case in which a corporation,
ditions:
This relief provision relates to periods except for the unusual temporary eco
of depression during the base period nomic conditions prevailing in its in
because of temporary economic cir dustry, would have earned normal
cumstances unusual in the case of the profits during the base period.
particular taxpayer, or because of the
3. Profit cycle differs from general
fact that the industry of which the tax
business cycle:
payer was a member, was depressed by
This relief provision affects a tax
reason of temporary economic events
unusual in the case of the particular payer whose earnings were depressed in
industry. A declining business or in the base period because conditions gen
dustry which was depressed because of erally prevailing in the taxpayer’s par
economic conditions of a permanent ticular industry are such that the tax
rather than a temporary nature, does payer is subject either to a profits cycle
not come within this classification. As which differs materially in length and
in the case of the first relief provision, in amplitude from the general business
high costs of material and labor, capital cycle, or such periods are not ade
or other elements, or a low demand for quately represented in the base period.
the particular product, are not sufficient It also relates to a taxpayer whose
reasons to make the taxpayer eligible business is subject to sporadic and inter
mittent periods of high production in
for relief under this provision.
The relief here applies, for example, profits and such periods are not ade
to a corporation which, for a long period quately represented in the base period.
The conditions which prevail in in
of years, conducted a business with one
customer and, during the base period its dustries of the types described are con
earnings were depressed because such ditions extending over the entire eco
customer decided to manufacture the nomic history of the industries rather
particular product it had formerly pur than in the base period alone. This pro
chased from the taxpayer. This cor vision is predicated upon the belief
poration would be compelled to de that the period from 1936 through 1939
velop a new market, consequently the was a period of moderate prosperity of
average earnings of this corporation for business in general. If, therefore, the
the period of time during which it was profit cycle of an industry did not coin
engaged in obtaining new customers, if cide with the general business cycle, the
such period embraced all or a part of base period might not furnish a satis
the base-period years, might not be a factory period for the determination of
fair reflection of the normal earnings normal average profits of that particular
of such corporation and might furnish industry.
Consequently the members of the
an unjust measurement for the compu
industry should not be penalized by
tation of the excess-profits tax.
Another illustration of the applica being compelled to use the base-period
tion of this relief provision would be a years if such period embraced only the
corporation which belonged to an in lower level of its cycle, but should be
dustry, the members of which were en given the opportunity to establish the
gaged in a price war at any time during normal average earnings which are
the base-period years. As a result of pos comparable to the base period with
sible sales below cost during this time, respect to business in general. The ma
the members of the industry sustained chine-tool industry is an example of
losses or reduced profits; when the price this type of business with a business
war was ended, such members resumed cycle different from the general business
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cycle. Machine tools remain in service
for many years, and retooling orders,
furnishing the opportunity for profit,
do not necessarily occur with every
period of business prosperity. The same
situation applies with respect to the
building industry.
The second type of taxpayer made
eligible for relief under this relief provi
sion is that of a member of an industry
in which prosperous years occur at ir
regular intervals and are dependent up
on uncontrollable advantageous circum
stances. If such years are not sufficiently
reflected in the base period, the taxpayer
will be compelled to use as a meas
urement of normal earnings, a period
which does not represent average earn
ings. An example of this particular type
of industry is that of one engaged in the
preparation and canning of fruit, in
which profits are dependent upon the
size of the yield and the market price ob
tainable. Unless the base period reflects
good years as well as poor, normal earn
ings will not adequately be portrayed.
It will be noted that in the types of
cases described under this relief provi
sion, depression during the base period
resulted solely from circumstances un
usual in the case of the industry in
volved. In order to qualify under this
relief provision, it is necessary for the
taxpayer to show that the conditions
which made the base period an inade
quate measure for the industry, not only
affected such industry, but also af
fected the taxpayer specifically.
With regard to the general depres
sions in an industry during the base
period which affected base-period in
come of one taxpayer, it would be well
to consider other taxpayers in the same
industry which might be affected by a
similar situation and might also be
eligible for relief under this provision.

mediately prior to the base period,
commenced business or changed the
character of the business and the aver
age base-period net income does not
reflect the normal operation for the
entire base period of the business. If,
by the end of the base period, the busi
ness did not reach the earning level
which it would have reached had busi
ness been commenced, or the change
made, two years before it did so, it shall
be deemed to have commenced or
changed at such earlier time. A change
in the character of the business includes
a change in the operation or manage
ment, a difference in the products or
services furnished, a difference in the
capacity for production or operation,
a difference in the ratio of non-bor
rowed capital to total capital, and the
acquisition before January 1, 1940,
of all or part of the assets of a competi
tor, with the result that the competition
of such competitor was eliminated or
diminished. Any change in the capacity
for production or operation of the busi
ness consummated during any taxable
year ending after December 31, 1939,
as a result of commitments made prior
to January 1, 1940, binding the tax
payer to make the change, or any ac
quisition before May 31, 1941, from a
competitor engaged in the dissemina
tion of information through the public
press, of substantially all the assets of
such competitor employed in such busi
ness, with the result that competition
between the taxpayer and the competi
tor existing before January 1, 1940,
was eliminated, shall be deemed to be
a change on December 31, 1939, in the
character of the business.
The provisions of this particular relief
section of the Act will affect corpora
tions which during the base period, or
immediately prior thereto:

(1) Commenced business.
(2) Changed the character of its busi
ness.
(3) Changed operations or manage
ment.
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4. Commencing or changing character
of business:
This relief provision embraces tax
payers which, either during or im
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ing level it would have attained had it
commenced business, or changed the
character of its business, two years be
fore it did, then the taxpayer shall be
deemed to have commenced business
or made the change at such earlier
time. In determining whether such tax
payer was growing, consideration shall
be given to the business experience of
the taxpayer and to its prospects at the
A typical example of the application end of the base period. However, as
of the relief provision with respect to a previously stated, events occurring or
change in the character, operation, or existing after December 31, 1939, shall
management of a business would be an not be considered in ascertaining the
instance where new management was growth of a taxpayer.
The typical instance of a corporation
installed in 1936; the new management
made changes in sales and production entitled to relief due to a change result
policies, resulting in substantial in ing in the difference in the capacity for
creases in the earnings in 1939, but not production or operation would be a cor
reflected in earnings in 1937 and 1938. poration which had enlarged its plant
Assuming that the new management or increased its capital during, or im
had effected an increase of 50 per cent mediately prior to, the base period
in earnings by 1939, it would be pos which resulted in increased earnings
sible under this relief provision for the which were not reflected in its actual
corporation to assume that a compar earnings during the earlier years of the
able increase in earnings would have base period, and can show that the
been in effect during 1936, 1937, and base-period earnings would have been
1938, had the change in management greater had the difference in capacity
been made in 1934 instead of 1936. for production or operation been in
Accordingly, the corporation would be effect two years prior to the beginning
entitled to a constructive base-period of the base period.
An example of the relief provision
net income. The method of arriving at
such constructive earnings in this in with respect to a taxpayer which under
stance, would be to add an additional went a change in the ratio of non-bor
50 per cent to the actual earnings for the rowed capital to total capital, would
be a corporation which, through the
years 1936, 1937, and 1938.
The provision relating to relief in the development of a new type of process
case of a business having changed the for the manufacture of a particular
nature of its product is fairly explana product in 1938, commenced a program
tory in itself. This provision, however, of building of plant and equipment
does not appear to be intended to cover which was ultimately completed in
merely instances where a more profit 1941. Assuming such corporation had
able connection for the sale of sub operated with low invested capital,
stantially the same product results in depending largely on borrowed capital,
increased earnings in the latter part of and its earnings by the end of the base
period had not reached the level they
the base period.
If the business of a taxpayer had ac would have reached had the process
tually commenced or changed during, been developed shortly before the com
or immediately prior to, the base period mencement of the base period, then
and was growing, but at the end of the such corporation would be deemed to
base period had not reached the earn have undergone a change in the char
110

(4) Changed products or services.
(5) Changed production or operation
capacity.
(6) Increased or decreased the ratio of
non-borrowed to total capital.
(7) Acquired all or part of the assets of
a competitor prior to January 1,
1940, or in the case of a newspaper,
prior to May 31, 1941.
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acter of the business and would be en
titled to relief under this provision.
The relief provision with respect to
the acquisition before January 1, 1940,
by a corporation of all or part of the
assets of a competitor, resulting in the
elimination of competition of such
competitor, apparently embraces the
acquisition of the assets of any type of
competitor business whether it be a sole
proprietorship, a partnership, or other
wise. Congress inserted a specific provi
sion relating to the acquisition by one
taxpayer engaged in disseminating in
formation through the public press of
substantially all the assets of a competi
tive newspaper providing that such ac
quisition took place prior to May 31,
1941.
It will be noted that in the case of
an acquiring corporation other than a
newspaper, the acquisition must have
taken place prior to January 1,1940.

5. General relief provision:
This section of the relief provisions
embraces any factor other than those
heretofore mentioned which might af
fect the taxpayer’s business and which
may be reasonably considered as result
ing in an inadequate standard of normal
earnings during the base period, provid
ing that no such factor is inconsistent
with the provisions previously outlined
and with the conditions and limitations
as expressed therein. Thus, corpora
tions which do not meet the strict
eligibility requirements previously set
forth, are not debarred from relief if
their case is within the spirit of the
statute and if its application would not
be inconsistent with the principles,
conditions, or limitations of the statute.
(d) Relief provisions under the in
vested capital method
The House has provided relief for
corporations using the invested-capital
method of computing excess-profits
credit. If the excess-profits credit,
based on invested capital, is an inade

quate standard for determining excess
profits because:

1. The business of a taxpayer is of a
class in which the intangible assets
not includible in invested capital
make important contributions to
income,
2. The business of the taxpayer is of a
class in which capital is not an im
portant income-producing factor, or
3. The invested capital of the taxpayer
is abnormally low.
In such cases the taxpayer shall be
considered to be entitled to use the
excess-profits credit based on income,
using the constructive average base
period net income as provided in the
relief provisions affecting corporations
using the average base-period net in
come.
These relief provisions will apply
generally to corporations which were
not in existence prior to January 1,
1940, and which would not otherwise,
therefore, be entitled to the use of the
average base-period net income method
of computing their excess-profits cred
its. Congress eventually recognized the
disadvantageous competitive position
of corporations commencing business
after January 1, 1940, if the business
is of a type showing a high return on
invested capital or if for some reason
peculiar to the corporation, the in
vested capital is unusually low.
A typical example of a corporation
in which intangible assets not includ
ible in invested capital make important
contributions to income, would be one
which was of a class requiring little
invested capital and necessitating the
establishment of goodwill or trade con
tacts, and which commenced business
during 1940. It lost money during its
first two years of operations but by
1942, had begun to realize sizable
profits. This company would be eligible
to receive a constructive average base
period net income on the grounds that
one of its principal assets, the goodwill
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of its customers, was not reflected in corporation which commenced business
invested capital.
after the close of the base period shall
The second class of corporations en be computed with reference to the tax
titled to relief would be those in which payer as it existed at some date subse
capital is not an important income-pro quent to actual commencement of busi
ducing factor. An example would be a ness and thus at a time when it had an
corporation commencing business after equity-invested capital. Such capital,
January 1, 1940, and doing business as having been paid in subsequent to the
consultants. Although the corporation base period, would constitute a capital
operates with very little capital, it addition under sections 713 (g) and 743
could not qualify as a personal-service if not specifically eliminated. In such
corporation because it employs a large event the corporation would obtain
technical and professional staff. The credit for a capital addition with respect
invested-capital credit might not be an to capital which has been taken into
adequate credit for such a company, consideration as a principal factor in
and it would therefore be entitled to determining the capacity of the business
relief under this provision.
for the purpose of computing the con
The third relief provision relates to structive base-period income. Thus, if
taxpayers whose invested capital is a corporation commenced business in
abnormally low because of reasons January, 1940, with invested capital of
peculiar to itself. The provision is not $100,000 and had capital additions of
applicable in a type of business in $100,000 by March 1,1940, and $50,000
which invested capital is small, but is by September 1, 1940, its constructive
intended for situations in which the tax base-period income should be computed
payer’s invested capital is exceptionally with reference to its position at March
low for the business conducted. Such a 1, 1940, when it had an invested capital
situation would exist in the case of a of $200,000. In such a situation the
corporation which commenced business capital of $200,000, having been giv
after the close of the base period with en effect in establishing the capacity
a small invested capital but using of the business for computation of
leased assets having a relatively high the constructive base-period earnings,
value. The taxpayer’s obligation under should not also be a basis for further
the lease would be equivalent to an credit by being regarded as a capital
obligation for borrowed money. But addition. The capital addition of $50,there is no existing provision for in 000 at September 1, 1940, having been
vested-capital credit in respect of disregarded in establishing the capacity
leased property corresponding to the of the business for the purpose of the
credit for borrowed capital which constructive earnings, would constitute
would be available if the assets were a capital addition in the same way as
owned by the taxpayer subject to a for any other taxpayer using the earn
debt. This suggests that the relief ings method for computing its excess
under this provision might be tested profits credit. Under this section the
by computing the credit as though the taxpayer’s first taxable year is con
leased property constituted property sidered as having commenced on March
offset by borrowed capital, with the 1, 1940. If the capital addition of $50,rent regarded as interest on the debt. 000 at September 1, 1940, had been
There are doubtless many other types given effect in ascertaining the basic
involving abnormally low invested capi earning capacity of the corporation, its
first taxable year would have been re
tal.
This section contemplates that the garded as having commenced after that
constructive base-period earnings of a date, thereby eliminating that item as
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a capital addition under sections 713
and 743 for the purpose of the applica
tion of this relief provision.

date of such preliminary notice, the
taxpayer may claim the benefits of this
section in its petition to the Board or
in an amended petition in accordance
(e) Limitation on reduction of tax with the rules of the Board.
under the relief provisions
The law contemplates that the Com
In order to avoid an excessive number missioner, under the authority given to
of claims for relief, it was found neces prescribe regulations, will provide that
sary that those cases be eliminated in the constructive average base-period
which the application of the relief pro net income as determined under this
visions result in a relatively unsub section shall, in the absence of substan
stantial tax savings or in which the tax tial evidence requiring a redetermina
issue is relatively small.
tion for future years, be the construc
In order to obtain the benefit of the tive average base-period net income of
relief provisions of the House bill, it is the taxpayer for all future years.
necessary first, that the difference be
Although it was believed advisable
tween the tax as shown in the computa to require a taxpayer seeking the bene
tion without the use of the relief provi fit of these relief provisions, to compute
sions and the tax as computed under the and pay its tax without the benefit of
relief provisions be at least 6 per cent these provisions, there are some cases
of the taxpayer’s normal tax net in in which it would be inequitable to
come as computed without any deduc compel the taxpayer to pay the entire
tions of excess-profits tax; and second, amount of such tax. Congress, recog
that the tax as computed with the bene nizing this, inserted in the law an excep
fit of these relief provisions be less than tion to this rule to provide that if the
95 per cent of the amount of tax as adjusted excess-profits net income as
computed without the benefit of these computed without the benefit of the
relief provisions.
relief provisions, is in excess of 50 per
cent of the normal-tax net income as
(f) Method of application for relief computed without the deduction for
under these provisions
the excess-profits tax, then the amount
The administrative procedure to be of the tax payable at the time the re
followed in cases in which the relief turn is required to be filed, may be re
provisions are found applicable is as duced by an amount equal to 33 per
follows:
cent of the difference between the tax
The taxpayer shall first compute its as computed without the benefits of
tax, file its return, and pay its tax as these relief provisions and the amount
computed without the benefits of the of the tax as computed after application
relief provisions. Thereafter it will be of the applicable relief provisions. Thus,
necessary that the taxpayer, within a at the time required for payment, a
period not later than six months after taxpayer eligible for relief under these
the date prescribed by law for the filing provisions need pay only 67 per cent
of its return, make application for relief of that portion of the tax from which
in accordance with regulations to be it claims relief. Of course, any reduc
prescribed by the Commissioner, except tion in the tax as computed after
that if the Commissioner, with respect applying the relief provisions, in excess
to any taxable year, issues a preliminary of the amount deferred, will have the
notice proposing a deficiency in the tax effect of producing an overpayment in
or mails a notice of deficiency without the tax. So, also, any determination of
having previously issued a preliminary an amount of tax greater than the
notice thereof, or within 90 days after total amount that was paid will have
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the effect of producing a deficiency. In
other words, if the taxpayer withholds
33 per cent of the difference in tax after
application of the relief provisions and
it is later determined by the Commis
sioner that such relief provisions are
applicable to the extent as determined
by the taxpayer in his application for
relief, then such taxpayer would be en
titled to a refund to the extent of 67
per cent of the tax difference as previ
ously computed. Conversely, if the
Commissioner determines that the relief
provisions as claimed in the application
for relief are not warranted, then the
taxpayer would owe a deficiency to the
extent of 33 per cent of the difference
in the two tax computations.

income derived from the mining of
certain strategic minerals. That Com
mittee also proposes to allow a special
credit against the excess-profits net in
come in the case of coal mining property
if the production for the taxable year
exceeds the average annual production
from the property for the base period.

(i) Relief for installment-basis tax
payers
This subsection provides a new sec
tion especially for the benefit of install
ment-basis corporations which are now
realizing their chief income from sales
which are not on the installment basis.
The resulting pyramiding of income
results is a serious abnormality. The
report of the House Ways and Means
(g) Special relief cases
Committee mentions three of the rea
In addition to the relief provisions sons for this condition: (1) with declining
previously discussed, Congress saw fit sales income will not fall as rapidly as
to invoke additional relief provisions operating costs, (2) increase in down
affecting two particular types of tax payments and shortening of the pay
payers. The first involves industries ment periods as a result of Regulation
with depletable reserves; the second, W, adopted by the board of governors
taxpayers reporting income under the of the Federal Reserve System in
installment method of accounting.
August, 1941, and (3) shifting to war
production. In addition to the classes
(h) Bonus income of industries with mentioned by the Ways and Means
depletable reserves
Committee report there is another,
There is to be excluded from excess though less numerous, class of corpora
profits net income the amount of bonus tions affected. These are corporations
payments made by any agency of the which, through a change in commercial
United States Government on account products or change in sales policy, were
of production in excess of a specified in the process of change from the install
quota of a product the exhaustion of ment method before our entry into the
which gives rise to an allowance for war. Such corporations are to be per
depletion. This is to stimulate the mitted to elect to account for gross in
production of certain metals the ex come from installment sales on the
haustion of which in any given mine, accrual basis, for the purpose of com
by concentrated operations over a few puting excess-profits net income. The
years, would otherwise result in a higher election is available retroactively to tax
aggregate excess-profits tax than would able years beginning after December 31,
result if the operations were completed 1939. The election will have no effect
over a longer period of years. Over the upon the average base-period net in
longer period a larger aggregate excess come.
profits credit would be obtained.
In general, these relief provisions ap
The Senate Committee has agreed to pear to be reasonably broad in their
restore section 731 of the 1940 Act, scope and should apply to a great num
exempting from the excess-profits taxes ber of taxpayers that were not affected
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3. Under section 740 (f) as proposed,
an acquiring corporation may com
pute its base-period net income under
Supplement A, if such corporation was
in existence before January 1, 1940
(either in its own right or through a
component corporation). At present
such a corporation may not use Sup
plement A unless it was in existence at
the beginning of its base period.
4. The new section 741 corresponds
to section 742 and eliminates the ex
press election in the case of an acquiring
corporation which was in existence be
(49) Income Credit in Connection with fore January 1, 1940. Under the new
Certain Exchanges (216)
section any corporation entitled to the
1. The provision in existing section benefit of Supplement A shall compute
740 (c), defining a “qualified component its average base-period net income
corporation,” which excludes the base under section 713 or under Supplement
period income of a component corpora A whichever is the greater. The com
tion that was not in existence at the be mittee report indicates that only one
ginning of the acquiring corporation’s of these computations need be shown
base period, is eliminated by the House on the return but that such single com
bill. This will permit an acquiring cor putation will not preclude the corpora
poration to include the base-period tion from the benefit of the other com
earnings of a component which was in putation, by appropriate action.
New section 741 (a) (1) provides that
existence before January 1, 1940, even
though it may not have been in exist an acquiring corporation may include
ence at the beginning of the acquiring its own base-period experience and that
corporation’s base period. This modifi of its component corporations, for tax
cation is applicable for the years 1940 able years beginning with or within
and 1941 as well as subsequent years.
base-period years.
New section 741 (e) provides a
A new subsection, 740 (c), applicable
to years beginning after December 31, method for constructing income for the
1941, prevents more than one corpora part of the base period during which
tion from using the base-period earnings neither the acquiring corporation nor a
of the same corporation. Such base component corporation absorbed by
period experience in the case of a cor it was in existence. This method is com
poration, the existence of which is not parable to the method under section
terminated in the acquisition transac 713 (d) (2). This will remove the penalty
tion, is given exclusively to the acquir previously applicable to the merger of
ing corporation in such transaction or corporations which were organized at
to an acquiring corporation of which the times which would make them subject
first acquiring corporation is a com to the existing provisions under which
an acquiring corporation, which was
ponent.
2. The base period of an acquiring not in existence at the beginning of its
corporation, for years beginning after four-year base period, can include its
1941, is to be the four calendar years own income only from the date it be
1936 to 1939, inclusive, thereby elim came an acquiring corporation [section
inating fiscal years in the base period 742 (f)] and the income of a component
corporation that was not actually in
for such corporations.
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by the relief provisions in the prior acts.
It will be of utmost importance in all
cases involving the preparation of 1942
corporation income-tax returns, that
persons preparing the returns acquaint
themselves thoroughly with these relief
provisions in order to fully protect their
clients’ rights and privileges under this
Act. Without thorough familiarity with
these relief provisions, it would be im
possible for anyone preparing a corpora
tion return, to recognize instances in
which relief would be applicable.
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existence at the beginning of the base
period of the taxpayer is excluded
[section 740 (e)]. The provision gives
full effect to recommendation No. 46
of the Institute’s committee on federal
taxation.
Section 741 (e) (2) gives the Commis
sioner extensive authority to prescribe
regulations governing the determina
tion of the base-period incomes of ac
quiring and component corporations
which came into existence after De
cember 31, 1936, if any of such corpora
tions own stock in any other such cor
poration on the first day of the owning
corporation’s first excess-profits-tax
year beginning in 1940.
New section 741 (h) provides for a
growth formula for corporations which
use Supplement A.
This section also provides for a new
section 742 corresponding to and modi
fying section 743 of the existing law.
Under this proposed section a corpora
tion which took over another corpora
tion after December 31, 1939, in such a
way that it became an acquiring cor
poration, and if it computes its average
base-period net income under Supple
ment A, shall treat any transferred capi
tal addition or reduction of the com
ponent corporation as though it were a
capital addition or reduction of the tax
payer.
Taxable years to which amendments
are applicable:
The Supplement A amendments may
be applied retroactively upon appropri
ate election by the taxpayer except such
amendments as are made applicable to
taxable years beginning after December
31, 1941.

or as paid-in surplus. Such amount is
to be the excess of the basis for deter
mining loss in the hands of the trans
feree over the sum of the amount of
liabilities assumed by the transferee plus
the amount of money or other consider
ation transferred to the transferor.
Thus, in the case of the acquisition of
property for stock and bonds received
without recognition of gain to the trans
feror the amount paid in for stock shall
be the transferor’s basis reduced by the
amount of the bonds received. The
bonds will then constitute borrowed
capital of the transferee.
New section 761 is designed to gov
ern the invested-capital adjustments
after tax-free liquidations under section
112 (b) (6) and to liquidations having
the effect of liquidations in which the
basis of the property received is deter
mined by reference to the transferor’s
basis.
There is to be included in the invested
capital of a taxpayer the amount of its
investment in the stock of a subsidiary
which has been liquidated under section
112 (b) (6). There would also be in
cluded the earnings and profits or
deficit of the subsidiary accumulated
after the acquisition of control of its
stock by the taxpayer and applicable
to such stock. Under the House bill as
drafted it will apparently require clari
fying regulations to accomplish these
purposes. The problems arising under
this section have been made the subject
of a recommendation to the Senate
Finance Committee by the Institute’s
committee on federal taxation in which
several suggestions for further modifica
tions were made.

(50) Invested Capital in Connection with
Certain Exchanges and Liquida
tions (218)
This section of the House bill provides
for a new section 760 governing the
determination, under section 718 (a)
relating to a transferee upon an ex
change, of the amount paid in for stock

(51) Community Interests (402)
Under this new provision community
property of husband and wife is in
cludable in the gross estate, with the
exception of such part thereof as can
be shown to have been received as

V. Estate Tax and Gift Tax
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compensation for personal services actu
ally rendered by the surviving spouse
or derived originally from compensation
or from separate property of the sur
viving spouse. Provision is made that
in no case is the community interest
includable in the gross estate to be less
than the value of such part of the com
munity property as was subject to the
decedent’s power of testamentary dis
position.

(52) Power of Appointment (403)
This new provision will impose a fed
eral estate tax on property subject
to a general power of appointment,
whether or not the power is exercised
instead of being taxable, as the present,
only if the power is exercised by the
holder.
Property subject to limited powers is
made taxable unless the power may be
exercised only in favor of the holder’s
spouse, decedents of the holder or his
or her spouse, spouses of such decedents
and charities, or unless the holder has
no beneficial interest in the property
and the power is not exercisable for his
own benefit. The release of power of ap
pointment “in contemplation of death,”
or exercised or released to take effect at
or after death, will also be taxable.

decedent include payments made by
him directly or indirectly. This provi
sion evidently contemplates that pay
ment of premiums by the beneficiary
out of principal funds obtained from
the insured as a gift are to be regarded
as indirect payments by the insured.
Indirect payments would also include
payments by a closely controlled cor
poration, trust, or a related type of
insurance arrangement. The section
contains no specific definition or enu
meration of “incidents of ownership.”

(54) Deductions Not Allowable in Excess
of Certain Property Estate (405)
Deductions on account of expenses, in
debtedness, and taxes chargeable against
a decedent’s estate are to be disallowed
to the extent by which they exceed the
value of property subject to claims.

(55) Charitable Pledges (406)
Pledges to charitable organizations
to the same extent as though the pledge
constituted a bequest, whether or not
the pledge was contracted for an ade
quate and full consideration in money
or money’s worth. This will overcome
the effect of the decision of the United
States Supreme Court in the case of
Taft v. Commissioner.7

(56) Deduction on Account of Property
(53) Proceeds of Life Insurance (404)
Previously Taxed (407)
The proposed section eliminates the
This subsection is for the purpose of
phrase “policies taken out by the
decedent.” The new provision substan rectifying an evident oversight in the
tially includes the provisions of Treasury original drafting of the Internal Reve
decision 5032 which was promulgated nue Code. It provides for a deduction
January 10,1941, and makes the test of on account of property previously taxed
taxability the payment of premiums, where the estate of the prior decedent
directly or indirectly, by the decedent was subjected only to the additional
in the case of policies with respect to estate tax, as well as in those cases in
which the decedent does not possess any which the basic tax was imposed. A
of the incidents of ownership at his similar oversight occurred with refer
death. Thus if the decedent paid the ence to the deduction for property
premiums or if he possessed the inci previously taxed as a gift within a
dents of ownership at his death, the period of five years prior to a decedent’s
death, but that error was corrected by
insurance is taxable.
An important feature is the provision a public law No. 19, 77th Congress,
that payments of premiums by the
7304U. S. 351.
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March 17,1941. The new provision will
simply restore the procedure which was
recognized by the Treasury with respect
to estates of decedents dying prior to
January 10, 1941.

(57) Deduction for Disclaimed Legacies
Passing to Charities (408)
Deduction is to be allowed for the
interest of a beneficiary under a be
quest, legacy, devise, or transfer from
a decedent dying after December 10,
1939, provided he irrevocably renounces
his interest prior to the time for filing
the estate-tax return and if as a result
thereof his interest passes to an organ
ization, bequests to which would be
deductible under section 812 (d).
(58) Powers of Appointment—Gift Tax
(452)
In harmony with the provisions im
posing estate taxes on property subject

to a power of appointment the bill
provides that the exercise or release of
a power of appointment shall constitute
a gift, for gift-tax purposes, unless the
power is one which would be exempt
from the estate tax or is released before
the enactment of the Revenue Act of
1942, or unless, in the case of a special
power, the power to appoint was re
leased before two years after the enact
ment of the 1942 act.

(59) Gifts of Community Property (453)
A provision parallel to the estate-tax
amendment relating to community prop
erty is provided for gifts of community
property, making such gifts taxable to
the husband except under specified
circumstances where it can be shown
that the property should be regarded
as the property of the wife for the pur
pose of the tax.

Accelerated Depreciation, Amortization,
and Obsolescence
By clarence l. Turner, Pennsylvania
Member, committee on federal taxation, American Institute of Accountants
he subject of this paper is a very

be converted for use on war work and
important one at the present time which will probably have no value at the
because many taxpayers are being end of the war because such facilities
called upon by the government to erect
will be outmoded, or may have depre
facilities in order to perform work under ciated to such an extent because of idle
government contracts, and existing fa ness during the emergency period that
cilities in many instances are being op they will be useless for the taxpayer’s
erated for war work and essential civilian regular and normal operations in the
activities on a multishift basis. Another post-war period. It behooves every tax
contributing factor is the conversion of payer, therefore, to give some thought
facilities from regular peacetime opera to these matters. I am reminded of an
tions to war work. Taxpayers are there old Southern darky named Rufus. A
fore confronted with amortization prob friend met him on the street one day
lems, in so far as facilities are concerned and, upon inquiring about the health of
that are especially provided for war Rufus, received this reply. “Sam, I
work; accelerated depreciation, in so far don’t rightly knows how ah feels. De
as existing facilities are concerned that doctor used such long words yestidy,
are operating on a multishift basis; and I’se afraid I’se got a heavy ailment. He
obsolescence of equipment which cannot say ‘ Rufus, you has got acceleration of

T
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depreciation, which is goin’ to cause you
obsolescence and, if you don’t watch
out, a trip to a mortician.’” There is
no doubt that acceleration of deprecia
tion is going to cause obsolescence in
the profit-and-loss and balance-sheet
accounts of taxpayers, and in order that
they will not overpay their taxes and in
order that proper charges be made for
these items in determining the cost un
der government contracts, it is neces
sary that these matters receive atten
tion and consideration by management.

Amortization
In view of its special nature, and the
fact that I deem it of primary impor
tance, I am first going to discuss the
amortization portion of this subject.
A deduction for amortization was
first permitted by a new subsection (t)
added to section (23) of the Internal
Revenue Code by the Second Revenue
Act of 1940 and as provided in the new
section (124) of the Code. The amorti
zation deduction, as defined in the Code,
is a special relief provision for comput
ing taxes during the period of the pres
ent emergency or, in other words, dur
ing the period in which the United
States is at war. While many corpora
tions have taken advantage of this re
lief provision, there still seems to be re
luctance on the part of some, which are
manufacturing articles equally as nec
essary to our war effort, to claim the
amortization deduction. It would seem
that failure to take advantage of the
special relief afforded by this section of
the Internal Revenue Code is an ex
pensive oversight on the part of those
not taking advantage of it.

have been certified by the Secretary of
War or the Secretary of the Navy as
necessary in the interest of national de
fense during the emergency period.
Facilities To Be Amortized
An emergency facility, as defined in
the Code, is any facility, land, building,
machinery, or equipment, or part
thereof, the construction, reconstruction,
erection, or installation of which was
completed after June 10, 1940, or which
was acquired after such date and with
respect to which a certificate of neces
sity has been issued.
The period of the emergency, as de
fined in the Code, is the period be
ginning June 10, 1940, and ending on
the date on which the President pro
claims that the utilization of a substan
tial portion of the emergency facilities,
with respect to which certificates of
necessity have been issued, is no longer
required in the interest of national
defense.

Cost To Be Amortized and Amortization
Period
The write-off of the cost (adjusted
basis for income-tax purposes) of such
facilities is permitted to be spread over
a period of sixty months, this deduction
to be in lieu of the present deduction for
exhaustion, wear and tear, and obso
lescence provided for in section 23 (1) of
the Internal Revenue Code. The tax
payer has the option of beginning the
sixty-month period either with the
month following the month in which the
facility is completed, or with the tax
able year following the year in which the
facility is completed, by signifying on
the appropriate income-tax returns its
desire to have the benefits of the amorti
zation deduction.

Amortization Deduction Permitted
As the law now stands, every corpora
tion, at its election, is allowed a deduc
tion from income in determining income Taxpayer May Change to Depreciation
Deduction
and excess-profits taxes with respect to
It is further provided that if, after
amortization of the adjusted basis of
any emergency facility, based on a period having elected the amortization deduc
of sixty months, provided such facilities tion, the taxpayer desires to terminate
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such deduction and use the deduction
for depreciation with respect to the re
mainder of the adjusted basis of the
facility, he be permitted to do so upon
notice to the Commissioner at any time
prior to the termination of the sixtymonth period, and that (except as here
inafter set forth) he be not permitted
thereafter again to elect to claim an
amortization deduction with respect to
the same facility.

Recomputation of Amortization in Case of
Termination of Emergency
The Code also provides that, if the
President has proclaimed the ending of
the emergency, or the Secretary of War
or the Secretary of the Navy has certified
to the Commissioner of Internal Reve
nue that the facility ceased to be neces
sary in the interest of national defense
during the emergency, and such procla
mation or certificate is made before the
end of the sixty-month period, the tax
payer may elect to recompute the amor
tization deduction on the basis of the
period as terminated by the proclama
tion or certificate in lieu of the sixtymonth period. The benefits of this elec
tion are accorded regardless of whether
the taxpayer has, in the past, elected
the amortization deduction with respect
to the facilities involved.
In some instances, taxpayers have
filed applications for necessity certifi
cates which have been denied by the
Secretary of War or the Secretary of the
Navy because the War Production
Board, which must review and pass on
such applications, has held that there
were other facilities in the area in which
the taxpayer is located available to per
form the operations supposed to be done
by the facilities on which the right to
amortize has been requested. In such
cases it is held by the War Production
Board that the work should have been
sublet to the other concerns in the area
having the facilities available. Theo
retically, this is fine; practically, it
doesn’t work out, for many reasons

(transportation, time element, and cost
element). In such cases, the foregoing
referred to provision might afford a
taxpayer a source of relief under such
circumstances.

Certificates of Necessity
As aforementioned, in order to obtain
the right to claim a deduction for amor
tization, there must be obtained a
certificate from either the Secretary of
War or the Secretary of the Navy, to the
effect that the facilities are necessary
in the interest of national defense dur
ing the emergency period. This certifi
cate is referred to as a “certificate of
necessity” and can be obtained only if
an application requesting it is filed be
fore the expiration of six months after
the beginning of the construction, re
construction, erection, installation, or
acquisition of the facilities. No amorti
zation deduction is allowable in respect
to any emergency facility for any tax
able year unless such certificate is ob
tained prior to the making of the elec
tion to take the amortization deduction.
The election to take the deduction for
amortization would be made at the
time of the filing of the income-tax re
turn. Therefore, a corporation reporting
on a calendar-year basis, desiring to
claim a deduction for amortization for
the previous taxable year would have to
obtain a certificate of necessity prior to
March 15th. In the case of a corpora
tion on a fiscal-year basis, the date
would be the fifteenth of the third
month following the end of the fiscal
year.

Additional Deduction in Case of Pay
ments Received for Unamortized Fa
cility Costs
A further deduction is permitted to
the extent of any payments received
from the United States Government for
the unamortized cost of facilities to the
extent that such amounts are includable
in gross income for the month in which
such payments would be reported as
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income—limited however, to the ad
justed basis of the facilities at the end
of such month (i.e., cost of the facilities
less amortization or depreciation pre
viously claimed as a deduction). Such
payments shall be amounts certified
by either the Secretary of War or the
Secretary of the Navy as compensation
for the unamortized cost of facilities,
because (a) a contract with the United
States Government involving the use of
the facilities has been terminated by its
terms or by cancellation; (b) the tax
payer had reasonable grounds (either
from provisions of a contract with the
United States Government involving
the use of the facility, or from written
or oral representations made under au
thority of the United States) for antici
pating future contracts involving the
use of the facilities, which future con
tracts have not been made.
In case the taxpayer is not entitled to
any amortization deduction with respect
to the facilities, the deduction for de
preciation for the month in which such
payments would be received shall be
increased by the amount of such pay
ments in excess of the depreciation de
ducted to date but not in excess of the
adjusted basis of the facilities at the end
of the month involved (computed with
out regard to any depreciation allow
able for such month).

made, detail records of the costs of all
these facilities should be prepared with
complete reference to the source of
charges. The supporting documents,
consisting of subcontracts, paid in
voices or vouchers and payrolls, should
have the charges clearly indicated
thereon and be preserved in an orderly
manner to support the costs appearing
in such accounts. Accompanying appli
cations for necessity certificates (Form
TAS-21, Revised 7-9-42) is Appendix
A, on which is set forth a description of
the facilities to be constructed, erected,
installed, or acquired, with a summary
of the costs, actual, if the actual costs
are known, and, if not, the estimated
costs. Amortization can be commenced
the month following the completion of
the facility. At that time, there should
be compiled detail schedules amplifying
the Appendix A which was annexed to
the application, showing the various
items of cost and a full description.
These schedules should be filed with the
Navy Department, or with the War De
partment, as the case may be, in dupli
cate, with a request that the original
be transmitted to the Bureau of Inter
nal Revenue in order that they will be
available to the Revenue Agent to
expedite his verification of the amortiza
tion deduction. This is necessary be
cause, in most instances, the descrip
tion and details appearing on Appendix
Certificates of Non-Reimbursement and A annexed to the application must, of
Government Protection no Longer Re necessity, be general because they are
quired
based on estimates and the actual de
The provisions formerly in the law, tails may not be readily identified by a
requiring certificates of non-reimburse Revenue Agent with the Appendix A.
ment or government protection, have The amplified schedule accompanying
been eliminated and such certificates are the Appendix A will give him the neces
sary information so that there should
not now required.
be no question raised by him as to the
Accounts To Be Kept and Supporting amortization deduction, provided, of
Data
course, that all items set forth therein
Subsidiary accounts in the plant-and- are includable in the general descrip
equipment group of accounts should be tion set forth on the Appendix A. This
maintained for each amortized facility is extremely important where the actual
represented by a certificate of necessity. cost may overrun the estimates.
To support the expenditures actually
Care should be exercised to see that
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no items are included which were not
contemplated in the original applica
tion. If any additions are made to the
facilities to provide for increased pro
duction or a change in layout or plans,
then new applications should be sub
mitted for other necessity certificates
and the costs segregated in separate
accounts under the new certificates.
Corporations Should Take Advantage of
the Amortization Provisions
Unless the facility would have a use
ful life of less than five years, I know of
no reason why a corporation should not
take advantage of the amortization
provisions, obtain the necessary neces
sity certificates and claim amortiza
tion, provided, of course, that the filing
of applications would be timely (i.e.,
within six months after the beginning
of construction, erection, or installation,
or acquisition of the facilities).
The purpose of the amortization pro
visions was to encourage corporations
to construct and erect facilities in order
to contribute to the national defense
effort and to safeguard them from losses
from the abandonment of such facili
ties because of the uncertainty as to the
utility of such capital additions after
the emergency is over. The proposed
Revenue Act of 1942, under considera
tion by Congress, will tax corporations
at a higher rate than ever before, even
higher than they were taxed during the
first World War. Corporations cannot
afford, therefore, to have substantial
sums invested in assets which will have
no value in the post-war period and, in
view of the high tax rates, they certainly
cannot afford to invest large sums in
facilities for use on war work without
utilizing the amortization provisions
and obtaining the relief granted. Other
wise, after the emergency is over, they
will find that what is left after the pay
ment of taxes will be substantially in
vested in plant assets, with most of
their working capital consumed and
future income possibilities uncertain.

Amortizations Broaden in Proposed New
Revenue Act Passed by the House
House Bill No. 7378 (proposed Reve
nue Act of 1942) has broadened the am
ortization provisions so that individuals
and partnerships will be permitted to
amortize emergency facilities completed
or acquired after December 31, 1939,
and gives them six months after the
beginning of the construction or erec
tion of such facility, or after its acquisi
tion, or three months1 after the enact
ment of the Act, whichever is later, to
apply for amortization with respect
thereto.
The present law confines amortiza
tion allowance to corporations of emer
gency facilities, the construction or
erection of which was completed, or
which were acquired, after June 10,
1940. The proposed new law extends the
amortization allowance to corporations
with respect to such facilities completed
or acquired after December 31, 1939.
Corporations are allowed three months1
after the enactment of the Act in which
to make application for amortization
with respect to those facilities com
pleted or acquired between December
31,1939, and June 11, 1940. (In its con
sideration of the Second Revenue Act
of 1940, the Senate Finance Committee
had changed the bill drafted by the
House to permit amortization of facili
ties completed or acquired after January
1,1940.2 In conference the June 10,1940,
date in the House bill was adopted.)

Accelerated Depreciation
Provisions of Law and Regulations
Section 23 (1) of the Internal Reve
nue Code, permits as a deduction in
computing net income:
“a reasonable allowance for the exhaus
tion, wear, and tear of property used in
the trade or business, including a reason
able allowance for obsolescence.”
1 Senate bill substitutes six months in place
of three months.
2 These proposed changes should be checked
with the act as finally enacted by Congress.
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The Regulations [103, section 19.23
-5] provide:
(l)

“The capital sum to be recovered
shall be charged off over the useful life
of the property, either in equal annual
installments or in accordance with any
other recognized trade practice such as
an apportionment of the capital sum
over units of production. Whatever plan
or method of apportionment is adopted
must be reasonable and must have due
regard to operating conditions during
the taxable year. The reasonableness of
any claim for depreciation shall be de
termined upon the conditions known to
exist at the end of the period for which
the return is made. . . . The deduction
for depreciation in respect of any de
preciable property for any taxable year
shall be limited to such ratable amount
as may reasonably be considered neces
sary to recover during the remaining
useful life of the property the unrecov
ered cost or other basis. The burden of
proof will rest upon the taxpayer to
sustain the deduction claimed.”
While the regulations do not specifi
cally provide for accelerated deprecia
tion in determining the depreciation
allowable, there have been instances,
especially during the war years of 1917,
1918, and 1919, when the Commissioner
has permitted deductions for acceler
ated depreciation, and there are nu
merous Board of Tax Appeals decisions
allowing accelerated depreciation be
cause of overtime operations and the
employment of unskilled labor.
Accelerated Depreciation Allowance
Should Be Permitted
Certainly no one would challenge the
conclusion that additional production,
added hours, multishift operations with
out adequate opportunity to make
proper repairs, fatigue of materials, and
the necessity of using substitute mate
rials in some cases for repair parts, in
experienced and unskilled help, and
many other factors of a similar nature
now being experienced by those en
gaged in war work, accelerates depre

ciation and shortens the useful life of
facilities. There may, however, be hon
est differences of opinion as to the rate
of acceleration and the estimate of the
span of the useful life of the facilities.
In view of the Treasury Department’s
attitude on depreciation, especially
since the promulgation of Treasury De
cision 4422 several years ago, it would
be difficult to get any additional recog
nition in depreciation rates for acceler
ated depreciation, unless the increase
in the rate and the additional deduction
resulting therefrom is properly sup
ported with facts and data that would
evince the additional wear and tear on
the depreciable equipment.

Accelerated Depreciation Recognized in
Determining Cost under Government
Contracts
In “The Explanation of Principles
for Determination of Costs under Gov
ernment Contracts,” issued under the
names of the War and Navy Depart
ments, paragraph 27, with respect to
accelerated depreciation, the following
is stated:

“Consideration may be given to an
extended number of machine hours due
to multishift operation.”
In the regulations issued by the Navy
Department concerning “Procurement
of Naval Supplies” [section 8.2404,
subdivision (e)], dealing with special in
vestigation and price fixing with regard
to abnormal depreciation, there is stated:

“Normal and Abnormal Deprecia
tion : Normal depreciation only is to be
included in overhead expense. Deprecia
tion in excess of the normal amount
which may be warranted in a particular
case will be shown separately with de
tailed explanation of circumstances.
Where plants are operating on two shifts,
the depreciation rate may reasonably
be 150% of the normal rate for a single
shift. Where the plant is operating on
three shifts, the depreciation rate may
be extended to 200% of the normal
rate.”
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In view of these statements by the
War and Navy Departments, it is be
lieved that the Commissioner will give
recognition to accelerated rates of de
preciation if properly supported. No
additional legislation is required. It can
be handled as an administrative matter.
Some years ago, when Congress con
templated reducing depreciation deduc
tions by a flat 25 per cent, the Secretary
of the Treasury, in quite a lengthy state
ment, said he would accomplish the
same result by administrative practices,
and that no legislation would be re
quired. There is no reason why he should
not be able to reverse the procedure
and by administrative practices increase
the depreciation rates where allowances
should be made for accelerated depre
ciation.

ment could be kept operating that other
wise would have been discarded and re
placed by new equipment. As a result,
considerable machinery and equipment
that had lost its usefulness was kept
operating instead of being discarded
and retired. This situation gave the
Treasury Department plenty of oppor
tunity to make downward adjustments
in depreciation rates pursuant to its
policy adopted after the promulgation
of Treasury Decision No. 4422. Had
business been operating on a normal
basis, it would not have been able to
make adjustments in a number of cases
because the machinery and equipment
would have been discarded and replaced
with new machinery and equipment,
which would have been subject to the
normal rate as previously used. Actual
experience of retirements would more
than likely have sustained the existing
rates of depreciation. During such pe
riod efficiency was sacrificed in lieu of
investing money in new or better equip
ment. In such cases where the machin
ery and equipment is now being used
to its full extent and on multishifts, then
the depreciation should be considerably
accelerated in order that the taxpayer
will have recouped from income realized
from operating machinery and equip
ment on such a basis sufficient to cover
the physical wear and tear over the life
of the asset. Statistical information re
flecting the foregoing described condi
tion should therefore be reappraised
in view of the actual situation in con
sidering what is the normal rate of de
preciation. In other words, the normal
rate should be first readjusted before
arriving at an accelerated rate to pro
vide for the additional wear and tear of
machinery and equipment resulting from
overtime operations, or from its being op
erated by unskilled or inefficient labor.

Compilation of Data in Support of
Accelerated Depreciation Rates
If accelerated depreciation is to be
claimed, it is necessary to have the nor
mal life rate adequately supported and
proper information to support the rea
son for accelerating the rate under ab
normal conditions. Such data should
consist of statistics and other informa
tion relating to the extent of operation
over the period of the useful life of the
asset, production and detailed explana
tions pertaining to retired and dis
carded equipment, including a complete
story of the reason for the retirement.
I fully realize that since 1929 such data
will not be as accurate as it should be to
portray the actual situation and, again,
statistical data in past years, in many
cases, will not be complete. Records for
the purpose of meeting later tests of the
adequacy or the reasonableness of de
preciation rates were not usually kept.
In many cases during that period, the
rate of equipment retirement was ab
normally low because, with the decline
in business and the reduction in vol Physical Wear and Tear Distinguished
from Normal Obsolescence
ume of production, it was not necessary
for plants to operate at peak efficiency
I have been discussing the deprecia
and consequently machinery and equip tion factor only from the standpoint of
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physical wear and tear. To the extent Such a determination would reflect all
that there is included a reasonable al the particular circumstances of the op
lowance for normal obsolescence, then eration of the property, such as the pur
the normal depreciation rate should be poses for which it is used, the condi
segregated into that portion applying tions under which it is used, the policy
to physical wear and tear and that por as to repairs, renewals, and improve
tion applying to normal obsolescence, ments, and the climatic and other local
the former being subject to acceleration. conditions. Normal obsolescence should
The Bureau of Internal Revenue gen be distinguished from sudden obsoles
erally requires this segregation on the cence or loss of useful value, which
basis that the loss occasioned by obso would not be anticipated when deter
lescence is not affected by subnormal or mining the rate of depreciation and
abnormal operation, so that activity would be the basis for a deduction from
fluctuations should be confined to that income separate and apart from deprecia
part of the normal rate which represents tion to the extent of the cost, in excess
the physical wear and tear factor. Un of accumulated depreciation to the date
fortunately, depreciation is not capable of retirement, plus any residual value
of exact determination. It involves, that might be realized from disposition
among other things, experience, obser of the salvage.
vation, and judgment. It is doubtful that
the allocation of the total rate between Record of Use of Plant Facilities
these two factors can ever be more than
Taxpayers should accumulate de
the expression of an opinion of someone tailed records with respect to operations
qualified to express that opinion. De and production that would demonstrate
preciation usually means the gradual statistically the activity of useful plant
reduction in value of property due to assets. We will call such information
physical deterioration, exhaustion, wear “use” data. This is easier to say than
and tear through use in trade or business. do, because the method to be followed
Normal obsolescence may be defined in accumulating such data must be one
as the gradual exhaustion of the useful to fit the particular case. Five basic
ness of particular property employed methods may be outlined,3 as follows:
in trade or business due, in part, to the
introduction from time to time in the (1) Individual machine-record method
(2) Departmental or plant-hour method
art or industry generally of minor im (3) Production method
provements and changes which render (4) Labor-hour method
the particular property relatively less (5) Labor-dollar method
efficient, and which improvements and
The following description of the vari
changes experience shows are practi
cally bound to occur. Accordingly, de ous methods above enumerated are bare
preciation may be defined for income- outlines. Many modifications, adapta
tax purposes as the gradual exhaustion, tions, and combinations can be devel
wear and tear of property through use in oped as needed.
a trade or business, including “normal
obsolescence.” Past experience, which is Individual Machine Record Method
The individual machine-record method
a matter of fact and not of opinion,
coupled with informed opinion as to the is a simple one, but it may be burdenpresent condition of the property, and
3 “Tax Aspects of Amortization, Deprecia
current developments within the in tion and Obsolescence,” by Walter A. Cooper,
dustry and the particular business, fur C.P.A., of New York, N. Y. (paper presented
before American Management Association,
nish a reliable guide for the determina Wartime Financial Management Conference,
tion of the useful life of the property. New York, N. Y., March 24, 1942).
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some and too expensive to use in many Departmental Hour Method
situations. It requires keeping a daily
This method merely involves keeping
record on each machine, showing how a daily record of the number of hours
many hours it was operated each day. the entire plant operates or separately,
One way to accomplish this is to attach by departments, if the operating peri
to each machine a card with appropriate ods of the several departments vary.
space for an extended period of one or This plan can be used only when sub
more months, and have the operators, stantially all the equipment in a depart
foremen, or other employees record each ment operates, whenever the depart
day the hours of operation. These cards ment operates. A typical illustration of
can be gathered up periodically, and a case in which that method may be
will later furnish a very complete record applied is the spinning department of a
of use. If each unit is depreciated sepa textile plant, wherein all the spinning
rately, the record of its operation fur machines are operating when the de
nishes the basis for fluctuating the partment operates.
depreciation charge.
Under this plan, if depreciation is
If a composite depreciation method is
computed on a composite basis for all
in use and the machine costs cover a
departments combined, and all depart
wide range, the results must be reduced
ments do not operate the same number
to a common denominator. They can be
of hours, the varying results can be re
converted into dollar statistics by multi duced to a common denominator, on the
plying the dollar cost of each unit by
basis of the cost of the facilities in each
the hours, normal and actual, of opera separate department, in the manner
tion. Thus, for example, if the normal
suggested for the individual-machine
operating period is 40 hours a week, and
plan. When exact cost, by departments,
one machine costs $1,000 and another
is not available, estimates should be
costs $10,000, the normal dollar use i^ satisfactory.
obtained by multiplying the cost of all
machines by 40, which will give a nor
mal aggregate of $440,000. If the $1,000 Production Method
machine is operated 120 hours, the ac
This method can be applied only in
tual for that machine would be $120,000. cases where the output is not variable,
If the $10,000 machine is operated for 80 and production methods are always uni
hours, the aggregate for that would be form. Otherwise, changes might lead to
$800,000, giving an actual operating variations in production without any
aggregate of $920,000 against a normal change in the use of the equipment.
of $440,000, indicating, roughly, 209 Chemical processes are illustrative of
per cent of normal use. This could be the type of operation to which the pro
called the plant-dollar method.
duction method may be applied. In
It is obvious that such a method is such cases, a comparison of the actual
necessary only in cases where the plant production with what is regarded as
consists of a number of machines which normal production will clearly indicate
are operated for varying periods, such the acceleration in use. Naturally, of
as a machine shop. Such a detailed rec course, the normal-production basis
ord would not be required in a case must be varied as the facilities in
where all, or practically all, machines in crease or decrease, but sometimes this
a department or an entire plant are can be taken care of by recording,
operated whenever the department or separately, the production from the
plant is in operation. In such cases, the new facilities. Here, also, the method
departmental-hour method should be of application must vary with each
satisfactory.
case.
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Labor Hour Method
The labor-hour method is an indirect
way of accumulating data which might
be used in lieu of the individual-machine
method. It is a method to apply when
statistical data on the hourly operation
of the plant, as a whole or by depart
ments, is not indicative of the actual
use of facilities, because all units are not
operating the same length of time. Un
der this plan, the number of labor hours
necessary for normal operation of the
facilities is predetermined and that
norm is then compared with the actual
labor hours. Records of this type may
be developed by departments, divisions,
or for the plant as a whole. Where the
type of machinery or the relationship
between machine labor and non-machine
labor varies with the several depart
ments, then departmental data should
be developed in order to permit conver
sion to a common dollar denominator,
in the manner previously described.

Labor Dollar Method

This method is the least exact of all,
but it does present a simple test. That
involves predetermining the normal la
bor cost of operating a plant or depart
ment, and comparing that with the
total wages. In such cases, of course,
care must be taken to allow for wage
rate changes, increases resulting from
additional facilities, and variations due
to overtime wages. As to the latter, the
simple expedient is to record all extra
pay for overtime or night shifts sepa
rately from the regular hourly wage
payments.

Application of the “ Use” Data

If statistical data are developed as
outlined by any of the foregoing meth
ods there will be available a reasonably
accurate record to establish the extent
of the use of production facilities. In
most cases, the problem of accelerated
depreciation will arise only in connec
tion with machinery and equipment
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and similar facilities used in production.
There will be cases, however, where in
creased production, especially in the
chemical industry, will shorten the life
of buildings and similar improvements
and, in such instances, consideration
should be given to the acceleration of
rates of depreciation there. No attempt
should be made to try to accelerate de
preciation on buildings and similar im
provements where operations have little
effect on the useful life.
Though the procedures outlined sound
complicated, a little study in each case
usually indicates that, in the light of the
data available and recorded for other
purposes, adaptations of one or more
of the basic methods can be installed
and operated with little or no difficulty.
The next step is to apply the result of
the study to the determination of the
rate of depreciation after eliminating
the portion thereof applicable to normal
obsolescence. Whatever portion is as
signed to the depreciation factor is then
fluctuated or accelerated on the basis of
the “use” data, in ratio comparable
percentage-wise to actual use of the asset
compared with normal use.
In addition to the methods that have
been suggested for compiling data to
support the claim for accelerated de
preciation, a record of individual cases
may be used to supplement those meth
ods (which may be referred to as “case
histories”).

Obsolescence, Other Than Normal
(Sudden Obsolescence or Loss of
Useful Value)
Sudden obsolescence or loss of useful
value, brought about by new invention,
some act of the elements, sudden legis
lation, condemnation proceedings, or
for other similar reasons, is separate
and apart from normal obsolescence
taken into consideration in establishing
normal depreciation rates. In such cases
the excess of the cost over the accumu
lated depreciation, plus the residual
value realized from any disposition of
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the facility for scrap, becomes the basis
for a deduction from net income sepa
rate and apart from the regular depreci
ation deduction. Due to the conversion
of peacetime operations to war produc
tion, a number of taxpayers will have
machinery and equipment that will be
come obsolete because of inactivity
during the period of the emergency.
In such cases care should be exercised
to see that it is properly charged off and
a deduction claimed on the tax return
for the undepreciated balance less any
salvage. There will also be provided
facilities for the manufacture of war
materials which, for some reason or
other, it will be impossible for the tax
payer to obtain necessity certificates in
order that a claim could be made for
amortization. Irrespective of the fact
that no amortization deduction is per
mitted because of not qualifying for it,

there still in many instances will be the
question of loss of useful value when the
emergency is over. It is important that
the loss of useful value be claimed as a
deduction from income in the year when
the emergency ends or when, for some
other reason, the asset becomes of no
value because of fulfilling a contract or
for some other reason. In some cases it
might be possible to anticipate the length
of the useful life of the asset and the
obsolescence can be written off over the
period on somewhat the same basis as
amortization is taken. In any event,
it is important that all fixed assets of
the taxpayer being used in war work be
surveyed for the possibility of claiming
amortization or obsolescence, as the
case may be, in order that proper
charges are made against the income
for such items, and avoid paying taxes
on income that is really not earned.

Wartime Effect on Inventories, Including
Discussion of Lifo
Proposed Inventory Reserves and Postwar Credits
By A. s. Currie, Michigan
Member, American Institute of Accountants

even before Pearl
Harbor, and growing rapidly
thereafter, the production of
peacetime products has been restricted
or prohibited by a series of L (Limita
tion) Orders. Among the products at
first restricted and later prohibited are
truck trailers, passenger automobiles,
light motor trucks, domestic mecha
nical
refrigerators, domestic laundry equip
ment, domestic vacuum cleaners, au
tomatic phonographs, and weighing,
amusement, and gaming machines,
vending machines, new installations of
air conditioning and commercial re
frigeration equipment, radio receivers,
and phonographs.
ommencing

C

In a great many cases these L Orders
resulted in a complete cessation of
manufacturing operations, except for
such manufacturers as have been able
to convert their plants for war produc
tion and have been able to get wartime
business. These limitation orders, and
particularly those which prohibit rather
than merely restrict, invariably result
in inventory problems. The earlier
orders came rather suddenly. More
recent orders have been anticipated to
some extent.
The prohibition of peacetime produc
tion results in frozen inventories, par
ticularly inventories of raw materials
and parts. The frozen inventories may
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also include finished goods. So far as
raw materials are concerned, the in
ventory problem may not be so serious,
particularly if they consist of basic
materials, and more particularly if they
consist of the more critical materials
such as steel and copper, because they
can no doubt be readily sold, even
though there are also L Orders which
govern the sale of certain critical ma
terials. However, specially fabricated
materials, parts, and even finished
goods may not be salable except as
scrap. In a good many cases it may be
desirable to hold these unusable and
unsalable materials, parts, etc., until
peacetime production is resumed, rather
than try to dispose of them. Inquiries
were common last winter as to whether
it would be proper to set up inventory
reserves as at December 31, 1941, even
though the L Order was not issued until
after that date, and whether such re
serves would be deductible for federal
income-tax purposes. The answer would
appear to be that, in general, inventory
reserves, as such, are not deductible for
federal income-tax purposes and, in
any case, there would probably be little
justification for an inventory adjust
ment of any kind as at December 31,
1941, merely because of a limitation
order issued after that date.
The inventory valuation problem
arising out of the discontinuance of
peacetime production is answered fairly
clearly in the Regulations [Section
19.22 (c)-2], as follows:

taking into consideration the usability
and the condition of the goods, but in
no case shall such value be less than
the scrap value. Bona fide selling price
means actual offering of goods during
a period, ending not later than thirty
days after inventory date. The burden
of proof will rest upon the taxpayer to
show that such exceptional goods as
are valued upon such selling basis come
within the classifications indicated
above, and he shall maintain such
records of the disposition of the goods
as will enable a verification of the in
ventory to be made.”

The following decisions in cases in
volving questions of this nature may
be of interest:
Where automobiles were inventoried
by the taxpayer in 1920 at cost or
market, whichever is lower, including
discontinued models, it is denied the
right to value the discontinued models
at a lower figure alleged to be the price
at which they could have been sold.
The record did not show that they were
offered for sale at the lower price within
thirty days after inventory date (PierceArrow Motor Car Co., 35-2USTC
9435).
Evidence was held to be sufficient to
establish taxpayer’s claims as to value
of 1920 inventory where an actual
physical inventory of obsolete and
scrapped material was taken (Cham
pion Stove Co., 1BTA 656).
Evidence was held to be sufficient as
to inventory value of goods sold within
thirty days after inventory, but not as
to goods not disposed of for more than
two years thereafter (Summit Whole
sale Grocery Co., 1 BTA 1040).
“Any goods in an inventory which
Burden of proof as to unsalability of
are unsalable at normal prices or unusa goods at normal prices was not sus
ble in the normal way because of dam tained (Dunn Mfg. Co., 14 BTA 225).
age, imperfections, shop wear, changes
Offering of goods for sale is required
of style, odd or broken lots, or other as evidence of bona fide selling price
similar causes, should be valued at of goods unsalable at normal prices.
bona fide selling prices less direct cost Failure to show that this had been done
of disposition, whether the inventory resulted in the restoration of taxpayer’s
method used is cost or cost or market, inventory to cost (Farmer’s Hardware
whichever lower, or if such goods con Co., 2 BTA 90).
sist of raw materials or partly finished
Flat reduction of closing inventory,
goods held for use or consumption, they taken at cost, for shopworn, obsolete,
shall be valued upon a reasonable basis, and damaged goods was disallowed,
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where evidence failed to establish manufacturer and a liability of the aumarket value, and goods had been on tomobile manufacturer, and should be
hand in same condition in prior years taken into account in determining the
(Hug & Sarachek Art Co., 14 BTA taxable income of each for the year of
990).
cancellation, although where a settle
An inventory, originally valued at
cost or market, whichever is lower, ment has not been effected it will fre
containing a substantial quantity of quently be difficult to determine the
defective material discovered soon there amount to be taken into account in
after, may be corrected to accord with respect of the claim.
While the inventory problem arising
the facts (Celluloid Co., 9 BTA 989).
Arbitrary reduction of inventory by out of the freezing of inventories as a
a specified percentage to care for shop result of discontinuance of peacetime
worn or obsolete goods, does not neces operations will undoubtedly be an im
sarily bring the inventory to cost or portant problem, particularly this year,
market, whichever lower (Adams
probably a more important problem for
Motor Co., 4 BTA 589).
Retroactive reduction was not al the duration of the war will be the
lowed in inventory taken at cost, after problem of increasing prices. The enact
two years, for the then estimated al ment of high corporate-tax rates necessi
lowance for unseasonable merchandise tated by the war makes the correct
(Alexander Reid & Co., 2 BTA 425). determination of the income to which
Parts in connection with models, the these rates are applied of fundamental
manufacture of which was abandoned importance. Under the present treat
in 1918, and which were no longer of ment of inventories for tax purposes,
fered for sale, were properly excluded in periods of rising prices taxable in
from the 1918 closing inventory, even
though listed and valued in closing come may include profits that result
inventory to determine the value of merely from the increase in the value of
the inventory and the junked parts, the inventory on hand. Such profits are
and not physically removed from the not available for the payment of taxes
plant or junked until the closing of the and may be wiped out by subsequent
inventory in 1919 (Templeton, Kenley price declines.
& Co., 6 BTA 61).
The first-in, first-out method of ac
The discontinuance of the production counting for inventories, required under
of passenger automobiles affected not present law for most taxpayers, can
only the automobile manufacturer but result in the inclusion of inventory
also the accessory manufacturer. The profits in taxable income. As long as
foregoing remarks apply equally to the prices do not change, this method gives
inventory problem of the accessory satisfactory results. However, if a tax
manufacturer and the automobile man payer pays a higher price for goods
ufacturer. However, the accessory man purchased during the year than he paid
ufacturer’s inventory loss may be cov for goods on hand at the beginning of
ered in part at least by a claim against the year, the method of inventory valu
the automobile manufacturer arising ation becomes important. If he con
out of the cancellation of firm commit siders that the particular item sold came
ments. I understand that some of the from the inventory on hand at the be
automobile manufacturers are settling ginning of the year, he will compute
such claims promptly but that the his profit by deducting from the price
larger manufacturers frequently tell at which he sold the item, the value at
the accessory manufacturer to come which it was carried in his beginning
around and discuss the matter after the inventory. If prices are rising, this pro
war. In such cases the unsettled claim cedure will result in a larger book profit
is an account receivable of the accessory than if income is computed by deduct
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ing from the selling price the price paid the particular section or sections of his
for goods purchased during the year. inventory to which he wishes to apply
If the same physical inventory is main the lifo method, provided the Com
tained, this higher apparent profit will missioner approves his application.
not be available for the payment of
When the lifo method is adopted,
taxes and dividends since a larger sum goods of the specified type included in
will have to be spent in replacing the the opening inventory of the taxable
goods sold than was deducted in com year for which the method is first used
puting profits.
shall be considered as having been
Congress has already recognized the acquired at the same time and at a unit
importance of this problem by granting cost equal to the actual cost of the
taxpayers permission to use the elective, aggregate divided by the number of
last-in, first-out, method of valuing in units on hand. The actual cost of the
ventories. This method, in general, ex aggregate shall be determined pursuant
cludes book profits on inventories from to the inventory method employed by
the taxpayer under the regulations ap
taxable income.
The lifo method of valuation of in plicable to the preceding taxable year
ventories was first permitted, for a tax with the exception that restoration shall
able year beginning after December 31, be made with respect to any write-down
1938, under the Revenue Act of 1938. to market values resulting from the
As first enacted it could be adopted only pricing of former inventories. The actual
by producers and processors of certain cost as so determined shall be included
nonferrous metals, and by tanners. In in the taxpayer’s closing inventory for
the case of producers and processors of such preceding taxable year and may
nonferrous metals it could be applied require an adjustment of taxes for such
only to raw materials not yet included preceding taxable year.
in goods in process or finished goods, but
The goods of the specified type on
in the case of tanners it could be ap hand at the end of the year are treated
plied as well to raw materials included as being: first, those included in the
in goods in process and in finished goods. opening inventory of the taxable year,
It could be adopted only with respect in the order of acquisition, and to the
to raw materials which are so inter extent thereof, and, second, those ac
mingled that they cannot be identified quired during the taxable year.
The goods of the specified type on
with specific invoices.
Before the provisions with respect hand as of the close of the taxable year
to the use of the lifo method had really in excess of what were on hand as of the
become effective, such provisions were beginning of the taxable year shall be
changed by the Revenue Act of 1939, included in the closing inventory, re
applicable also to taxable years be gardless of identification with specific
ginning after December 31, 1938. As so invoices, at costs determined under
amended the use of the lifo method is either one of three methods as elected
no longer restricted to particular in by the taxpayer (or pursuant to any
dustries; neither is it restricted to raw other proper method which, in the
materials nor is it dependent upon the opinion of the Commissioner, clearly
identity or want of identity through reflects income) and whichever of the
commingling of any of the goods on three methods is elected for the first
hand. However, the taxpayer is required year shall be consistently adhered to in
to file an application to use the lifo all subsequent taxable years so long as
method, specifying with particularity the elective inventory method is used
the goods to which it is to be applied. by the taxpayer. The three methods are
That is to say, the taxpayer may select as follows:
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(1) By reference to the actual cost of
the goods most recently purchased
or produced;
(2) By reference to the actual cost of
the goods purchased or produced
during the taxable year in the order
of acquisition; or
(3) By application of an average unit
cost equal to the aggregate cost of
all the goods purchased or pro
duced throughout the taxable year
divided by the total number of
units so purchased or produced.

for credit purposes, or for the purpose
of reports to shareholders, partners, or
other proprietors, or to beneficiaries,
any inventory method other than the
lifo method, the taxpayer’s use of mar
ket value in lieu of cost not being con
sidered at variance with this require
ment. Because of this requirement many
taxpayers who might have decided to
adopt the lifo method for the first time
for 1941 were unable to do so. Others
who decided to adopt the method for
the first time for 1941 were fearful that
One of the questions which arises in the use of the method might not be
connection with the use of the lifo permitted because of some relatively
method, is the costing of goods in proc unimportant interim financial report
ess and finished goods, when the lifo which might be considered to be at
method is elected only with respect variance with this requirement. How
to raw materials. In other words, on ever, it appears that this obstacle may
what basis are the raw materials in be reduced by the Revenue Act of 1942
cluded in goods in process and finished as the Bill as passed by the House con
goods to be included in determining the tains an amendment which would have
inventory valuation of such goods in the effect of revising the report require
process and finished goods? It appears ment so as to be applicable only to
that, so far as the cost records are con annual reports as distinguished from
cerned, raw materials should at all reports developed quarterly, semiannu
times be taken into account under the ally, or at any time prior to the close of
regularly established accounting meth the taxable year. This change would be
ods unaffected by the adoption of the made applicable to taxable years begin
lifo method; and all inventories, includ ning after December 31, 1940. The
ing raw materials, should be valued in Senate Finance Committee proposes to
accordance with such normal cost ac go a step further and make the provision
counting procedure. But for the purpose of the House Bill relating to interim
of the final determination of income for reports retroactive back to 1939. This
the year or other period, the valuation provision appears to be of little signifi
of the raw materials under the lifo cance, however, as it seems probable
method will be substituted for the that very few taxpayers who have not
valuation under such other method, as heretofore adopted the lifo method have
an inventory adjustment, without in issued annual reports for 1939, 1940, or
any way affecting the remainder of the 1941 reflecting profits based upon the
inventory.
lifo method, which would still be a
One of the most troublesome provi prerequisite to adoption of the lifo
sions of the present law with respect to method for tax purposes.
the lifo method, is the requirement as a
The lifo method may be adopted and
prerequisite to its adoption, that the used only if the taxpayer files with his
taxpayer shall establish to the satisfac return for the taxable year as of the
tion of the Commissioner that he has close of which the method is first to
not, in the taxable year for which the be used, a statement on the prescribed
elective inventory method is first used form of his election to use such method.
or in any subsequent taxable year, used As a condition to the taxpayer’s use
in determining income, profit, or loss, of the elective inventory method, the
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Commissioner may require that the Bureau representatives but also their
method be used with respect to goods own members that the existing law
other than those specified in the tax permits the use of dollar amounts and
payer’s statement of election if, in the index numbers in the application of lifo
opinion of the Commissioner, the use of and some of their members were appar
such method with respect to such other ently prepared to file their 1941 tax
goods is essential to a clear reflection returns on that basis and defend their
of income. A taxpayer may not change position. It has been their contention
to the elective method of taking in that the use of index numbers and dollar
ventories, unless, at the time he files his amounts in application of the retail
application for the adoption of such method is no more arbitrary or fictitious
method, he agrees to such adjustments and involves no greater margin of error
incident to the change to or from such than the methods used by others in
method, or incident to the use of such applying lifo (petroleum, paint, and
method, in the inventories of prior meat packing being mentioned). How
taxable years or otherwise, as the Com ever, it appears that Bureau representa
missioner upon the examination of the tives were not convinced of this. Other
taxpayer’s returns may deem necessary groups of retailers and some department
in order that the true income of the stores have felt that rather broad statu
taxpayer will be clearly reflected for the tory amendments are advisable to make
years involved. Bureau representatives it perfectly clear that they are entitled
with whom the matter has been dis to use the lifo method. They have re
cussed agree that if, upon examination quested the following amendments: (a)
of the return, the Bureau proposes taxpayers with inventories of varying
changes or imposes conditions, the tax character and quality, not practical to
payer has the choice of acceptance or identify, state, or reduce to common
abandoning the method. They also agree physical units, may determine the ap
that whatever changes or conditions the plication of the lifo method on a dollarCommissioner thinks necessary must be investment basis, adjusted for varia
presented in connection with the audit tions in price levels; (b) the taxpayer
of the first return and the matter cannot may elect “cost” or “the lower of cost
be reopened in connection with later or market” in applying lifo. Treasury
returns.
officials have agreed that the problem
It appears that the sponsors of the of paper profits on goods not sold repre
provisions in the Revenue Act of 1939 sented by increase in inventories by
with respect to the use of the lifo reason of increase in prices with no
method believed it applicable to tax change in quantities, justified relief
payers with homogeneous inventories legislation if any acceptable method
(basic industries) and believed, or were could be found.
led to believe, not only that it was not
About two weeks ago the Senate
adaptable to but also that it would Finance Committee approved a general
not be claimed by other taxpayers with amendment permitting taxpayers who
heterogeneous inventories. Apparently had adopted lifo in prior years to re
it is still the feeling of Bureau officials compute their taxes on the basis of firstthat many taxpayers are unable to use in, first-out, for the years 1938 to 1941,
the method, particularly taxpayers whose inclusive. This was adopted on request
inventory consists of a large number of of tanners and cork manufacturers who
different products. Nevertheless, early had elected lifo previously and now in
this year, certain of the retail organiza 1942 would pay excess-profits taxes on
tions were conducting vigorous cam abnormal profits on liquidating of in
paigns seeking to convince not only ventories. The amendment is applicable
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to everyone who elected lifo in previous is being made to impose the heavier
years but it seems unlikely that this taxes occasioned by the war in a fair and
principle is to be followed in the future equitable manner. Taxpayers will then
so as to permit those electing lifo now be able to adjust their inventory policy
to change back at some future date. to the needs of the war program without
The amendment was recommended by regard to tax considerations.
the Treasury and it will probably be
The following is an outline of the
accepted by the House in the Confer plan proposed by the Treasury:
ence report.
The Treasury Department submitted Period To Be Covered
to the House Ways and Means Com
Beginning January 1, 1941, and end
mittee in June a proposal that taxpayers ing five years after the close of the war.
be permitted to establish temporary Taxpayers would not necessarily begin
reserves for possible future inventory with 1941; they could start at any
losses, to be deductible in computing time.
taxable income. In connection therewith
the Treasury expressed the belief that Taxpayers Eligible To Use Reserves
during the uncertainties of the war
All taxpayers with inventories of real
period, all taxpayers, and not only those goods, as distinguished from the port
who are able to use the last-in, first-out folios of financial institutions. Reserves
method, should be safeguarded against would be permitted for inventories not
the inclusion of book-inventory profit valued under the lifo method.
in taxable income. It was stated that
the problem of fluctuating inventory Inventories To Be Covered
values would be more serious were it not
Taxpayer would be allowed to elect
for the price ceilings recently imposed. the reserve method for selected parts
To the extent that price ceilings are of his inventory, provided that they are
effective in keeping prices at their clearly identifiable. The election, once
present level, future book profits on made, could be revised only with the
inventories will be absent. However, it approval of the Commissioner.
was recognized that even with effective
price ceilings, certain problems will Additions to and Subtractions from
the Reserve
remain. It was pointed out that a
substantial price rise took place before
When prices rise, taxpayers would be
price ceilings were imposed. From Jan permitted to add to the reserve the ap
uary, 1941, to March, 1942, wholesale proximate inventory profits. If, how
prices rose on the average by 21 per cent ever, a taxpayer did not desire to credit
and many individual prices showed the reserve with the full amount allow
substantially larger increases. Some of able, he would be permitted to credit
the resulting inventory profits Were the reserve with a smaller amount, or
reflected in the 1941 tax returns; the he could refrain from taking any portion
rest will appear in the tax returns for of the credit to which he was entitled.
1942. In addition, some commodities The taxpayer electing not to take the
are exempt from the price ceilings and maximum allowable credit in any year
readjustments may be made with re would not be permitted to take the
spect to other commodities. Moreover, unused credit in a future year. In years
substantial price rises may occur after when prices decline, taxpayers would
the end of the war when the ceilings be required to charge the reserve and
may be relaxed. By providing for these credit income with the full amount of
contingencies now, Congress can give the approximate inventory loss. Such
taxpayers the assurance that an attempt charge to the reserve could not exceed
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expiration, any amounts remaining in
the reserve would be returned to in
come, since the purpose of the reserve
Computation of Approximate Amount is solely to safeguard the taxpayer from
of Profit or Loss
the inclusion in his taxable income of
The approximate amount of profit profits arising from temporary price
or loss would be determined by multi rises. In order to prevent a severe drain
plying the basic inventory by the esti on cash resources in the event of a pos
mated change in prices during the year. sible heavy tax on large unused re
The basic inventory would be taken as serves, taxpayers could be permitted
equal to the smaller of the physical to distribute the payment of the tax
inventories on hand at the beginning liability attributable to the unused re
and end of the year. In other words, it serves over the three years subsequent
would be limited to the inventory com to the termination of the reserves.
It was the thought of the Treasury
mon to these two dates. The Treasury
felt that the administrative complexities that the proposed inventory reserve
involved in extending the treatment would prevent in substantial measure
beyond this point would outweigh its the taxation of inventory profits des
tined to be wiped out in the next few
possible benefits.
The estimated change in prices would years. At the same time it would not
be determined by the use of specified permit profits from a permanent rise in
price indexes. The coverage of the price values to escape taxation.
It is my understanding that the
indexes would conform as closely as
possible to the actual inventory of the House Ways and Means Committee
taxpayer and their selection and ap tentatively agreed to the use of inven
plication would be subject to the ap tory reserves as proposed by the Treas
ury Department, contingent upon ac
proval of the Commissioner.
tion in drafting a satisfactory text with
Liquidation of Part of the Inventory
out unduly delaying introduction of the
If any part of the inventory is liq bill.
Last month the Treasury Depart
uidated, the reserve against this part of
the inventory would be credited to ment recommended to the Senate Fi
nance Committee a system of reserves
income.
under which corporations could get
Termination of Reserves
what amounts to a tax deferment on up
The reserves might be terminated to 15 per cent of net income paid into
either by the exhaustion of the accumu a government trust fund to cover such
lated reserves or by the legal expiration things as extraordinary maintenance
of the reserve provision. If the reserve charges, excessive depreciation and losses
is exhausted by price declines or in from price-inflated inventories. If a
ventory liquidations, no further use of company was faced with a price infla
the reserve method would be permitted. tion in inventories, extraordinary main
This would appear to be a peculiar tenance charges which cannot be taken
provision since it would take care of in the taxable year because of restric
only one cycle. This cycle might be tions on materials, or excessive depre
short, say two years, and might be ciation, it could put as much as 15 per
followed by another cycle of rising cent of its net income into a govern
prices which would again require a ment account. The amount placed in
reserve, which reserve, however, would the account would be deductible from
taxable income, but would come back
not be permitted.
If the reserve is terminated by legal into income when withdrawn sometime
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in the future. If a company has not used nection with the adoption of the lifo
up its reserve within five years after the method is the question of timing. It has
war is over, the balance would auto usually been considered that one of the
important points in adopting the lifo
matically come back to income.
At the present time it appears that method is to adopt it in a year at the
the inventory-reserve proposal has failed. beginning of which inventory prices
It did not get in the House bill for the were at the low point in the price cycle.
alleged reason that the draftsmen could Analyzed from the timing viewpoint,
not handle it within the time available. many feel that current prices are so
It was not accepted by the Senate far above what might be considered the
Finance Committee, partly because of low prices for the business cycle that
opposition by the Bureau of Internal for all practical purposes they have
Revenue but principally because of the “missed the boat” in the timing of the
amount of revenue involved. Unfor adoption of lifo. On the other hand, it is
tunately the proposal was considered possible, if past experience means any
jointly, as indicated above, with post thing, that a good deal of price inflation
war credit and deferred-maintenance may be anticipated in the postwar
proposals. However, interested groups period. It is perhaps not too far-fetched
are still pushing it for reconsideration, to say that there is still substantial
and it may still have one chance in a price inflation ahead of us, and its
thousand. In the event that the carry adoption at this time might still avoid
back of losses and unused excess-profits much of the price distortion that lies
credits tentatively approved by the ahead. This point is mentioned merely
Senate Finance Committee are enacted, to emphasize that we should not too
the question of inventory reserves may quickly close our minds to the use of the
not be so important as it was when first lifo method because we feel that prices
raised for consideration.
are too far advanced at this time.
During the discussions of the inven
In passing, it might be of interest to
tory-reserve proposal with Bureau and refer to the provisions of the Canadian
Treasury representatives jointly, the excess-profits-tax act. The law allows
Bureau representatives who were ad as a deduction, but only for the purpose
verse indicated readiness to relax some of determining the amount of income
of their more rigid interpretations of subject to the excess-profits tax, for
lifo as a compromise to avoid enactment merly at a rate of 75 per cent, now 100
of the reserve proposal. No agreement per cent (the ordinary income tax not
was reached along these lines, and being affected thereby), the following:
whether the Bureau will be less rigid
“Such reasonable provision as a
in interpreting lifo if, as now appears reserve against future depreciation in
to be the case, the reserve proposal has inventory values as the Minister in his
failed, remains to be seen.
discretion may allow having regard to
One of the shortcomings of both the a normal quantity of stock in trade
lifo method and the inventory reserves necessary for the business as indicated
proposed by the Treasury Department by the quantities on hand during the
is that while both aim at providing a standard period;
“Provided that no such deduction
safeguard against rising prices, neither
shall be allowed which provides against
method provides adequately against in
a decline in inventory values below the
creased quantities, or a decrease in inventory prices of goods on hand
quantities at the end of a year, followed either at the end of the fiscal period of
by an inventory replacement in the the taxpayer ending in the year one
succeeding year.
thousand nine hundred and thirtyOne of the principal problems in con nine or in case the fiscal period of the
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taxpayer ends after the thirty-first day
of August, during the said month of
August one thousand nine hundred and
thirty-nine, and,
“ Provided further that any reduction
in such reserve shall for purposes of
taxation under this Act be added to the
profits of the year in which such reduc
tion takes place and any portion of
such reserve remaining at the end of
the year or fiscal period when this Act
ceases to apply to the taxpayer shall be
available to the taxpayer to meet de
clines in inventory values during the
next following year and if not exhausted
by the end thereof the remaining portion
shall be added to the taxpayer’s profits
of the last year or fiscal period when
this Act applies to the taxpayer.”

of the postwar credit would be ab
sorbed currently.
Corporations would be allowed a
postwar credit equivalent to 10 per
cent of the excess-profits tax. At the
last moment the Committee eliminated
the surtax from the base for computa
tion of the credit. I have seen nothing
which indicates how the credit would
be computed where the limitation of
the combined normal tax, surtax, and
excess-profits tax to 80 per cent of net
income is applicable. The credit would
be taken up in war bonds which would
be non-interest bearing and non-nego
tiable. Forty per cent of each year’s
debt repayments on debts incurred
prior to January 1, 1942, with a limit
Postwar Credits
equal to the amount of the accumulated
There has been much discussion re postwar credit, would be allowed as a
garding postwar credits including a credit against the tax, and would reduce
rather cumbersome plan at one time the postwar credit. Corporations that
under consideration by the House Ways reborrow money after the enactment of
and Means Committee, which would the Revenue Act must refund to the
have restricted the use by corporations postwar credit fund amounts credited
of amounts to be refunded after the war. against the tax for prior debt payments.
While the postwar credits outlined
The various plans considered seem to
have crystallized for the time being at above have been tentatively adopted
least into the following relatively simple by the Senate Finance Committee,
plans tentatively approved by the there seems to be considerable doubt
that they will be enacted, particularly
Senate Finance Committee:
Individuals would be allowed a post the credits for individuals, tied in as
war credit against the proposed 5 per they are with the victory-tax proposal
cent victory tax on gross income. Such which seems to be on very thin ice.
It may be of interest to include a
credit in the case of single persons,
would be equal to 25 per cent of the brief discussion of the principles of post
victory tax or $500 whichever is the war credits. Our main objective today
smaller. In the case of married persons, is to win the war. To that end, provision
the credit would be 40 per cent of the should be made by Congress for raising
victory tax or $1,000 whichever is the every dollar of revenue which can be
smaller. A similar credit for each de raised through taxation without per
pendent would be provided at 2 per cent manent injury to our American way of
of the tax or $100 whichever is the living. Secondary only to the main ob
smaller. The postwar credit may be jective, is the problem of winning the
absorbed currently in the payment of peace. The groundwork should now be
life-insurance premiums on life insur laid for the winning of the peace and
ance outstanding as of January 1, 1942 , for the preservation and the advance
in the payment of debts contracted ment of social and economic conditions,
prior to September 1, 1942, or in the not one objective at the cost of the
purchase of war bonds. The probability other, but both going forward together.
is that in most cases the entire amount Wisdom demands that every considera
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tion be given to devise ways and means debt payments so that they do not
to carry us through the reconstruction overlap.
period following the war so that both
The simplest form of postwar credit
corporations and individuals can stand is, of course, to refund to the taxpayer
on their own feet.
after the war, a portion of the taxes paid
Funds must and will be found to pay during the war. As previously men
the war bill. So far as possible they tioned, the Senate Finance Committee
should be raised by taxation. But there has tentatively approved such a plan.
comes a point beyond which corporate This plan, to some extent at least,
profits cannot be further taxed without solves the problem of providing now
seriously crippling the corporate tax funds with which to win the war, at
payers. Reserves should be accumulated the same time providing funds as a
by corporations to tide them over the cushion against postwar needs. A simi
period of postwar adjustment. It is lar plan is in effect in England. When
hardly necessary to mention the several the excess-profits-tax rate was increased
purposes for which cash reserves will from 60 per cent to 100 per cent for
be necessary during the postwar period periods after March 31, 1940, provision
of readjustment. Such reserves can be was made for repayment after the war
built up only out of profits, and high tax of so much of the excess-profits tax and
rates make it virtually impossible to national defense contribution paid in
accumulate adequate reserves.
respect of the 100 per cent periods, as
The problem is to provide the gov exceeds the total net sum so payable
ernment with funds with which to win if the rate had been 80 per cent. Provi
the war and at the same time provide sion is also made in England for repay
reserve funds as a cushion against post ment to individuals after the war, of the
war needs, and also take care of present extra amount of tax they have suffered
debt commitments. Mr. Cooper, ap for 1941-1942 and subsequent years,
pearing as chairman of the committee owing to the reduction in their allow
on federal taxation of the American ances as compared with those given for
Institute of Accountants, submitted to 1940-1941. This would apply to the
the Senate Finance Committee an inter earned, single-person, married, age, and
related incentive-saving and debt-pay-: small-income allowances. Under this
ment proposal, which appears to be a plan, for example, a married man with
logical solution to the problem. Under two children having an income of £6
his proposal all taxpayers, corporate weekly for the year 1941-1942 would
and individual, would be permitted to pay a tax of £13.5, the entire amount of
deduct in determining taxable income which would be refunded after the war.
amounts paid or commitments made And on an income of £8 weekly he
for the purchase of certain special would pay a tax of £43.14 of which
Treasury obligations, the amounts to £18.15 would be refunded after the
be deductible to be limited to a stated war.
maximum amount or a percentage of
The Canadian excess-profits tax act
income, whichever is greater. The lim also provides for a postwar refund. If a
itation suggested was $2,500 per annum company earns no more than 116.66 per
per person or corporation or 20 per cent cent of its standard profits, its tax will
of the amount of income on which tax be 40 per cent of its net income, but if
would otherwise be payable, whichever it earns more than 116.66 per cent of
is greater. It was recommended that its standard profits, its tax will be 40
any such provision permitting the pur per cent of its net income up to 116.66
chase of bonds should be tied in to any per cent of its standard profits, and
provision that is made for the relief of 100 per cent of the amount of its net
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income in excess of 116.66 per cent of its
standard profits, and of such 100 per cent
20 per cent is returnable after the war.
The Canadian income war-tax act
also provides for refunds to individuals
of one-half the total taxes payable
under the normal rate of tax and the
graduated rates of tax as amended this
year, provided, however, that the re
fund shall not exceed 8 per cent of the
income of a single person or $800,
whichever is the lesser, or 10 per cent of
the income of a married person or
$1,000, whichever is the lesser, plus

1 per cent of the taxpayer’s income
or $100, whichever is the lesser, for each
dependent. This credit may be taken
currently, as a reduction of the tax
payable, to the extent of required pay
ments into a superannuation or retire
ment fund approved by the Minister,
premiums on insurance policies on the
lives of the taxpayer, his spouse and his
dependents, or principal payments on a
mortgage or agreement of sale on or
with respect to one residential property
of the taxpayer, provided such commit
ments were made after June 23, 1942.
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Auditing Standards
By ira N. Frisbee, California
Member, American Institute of Accountants
ants is the proper body to determine
and promulgate such a statement of
standards.
3. The statement of auditing standards
should be a statement of general
standards and not of detailed proce
dures, but these general standards
should be supported by an authorita
tive presentation of auditing pro
cedures.
4. An auditing standard may be said
to represent a level or degree of
accomplishment, a recognized mini
mum or requisite quality of work.
Performance which conforms to such
a degree of professional competence
necessarily is based upon the utiliza
tion of adequate auditing procedures
but to attain the standard perform
ance the practitioner must exercise
proper judgment in choosing proce
dures and must carry out with ability
and skill the procedures chosen. A
statement of auditing standards,
therefore, should describe in general
the quality of the auditing work
which is acceptable as a standard of
performance, but a statement of
procedures together with suggestions
as to occasions requiring the ap
plication of certain procedures is
also needed.
5. In view of the foregoing, the second
sentence of the approved “account
ant’s certificate” is ambiguous in
that it speaks of an examination:
(1) made in accordance with auditing
standards applicable in the circum
1. A statement of auditing standards is
stances, and (2) having included all
both desirable and essential for the
procedures necessary. It is not rea
profession.
sonable to say that an examination
2. The American Institute of Account
was performed according to or in
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of the In
stitute last year, Samuel J.
Broad presented a paper on
“Auditing Standards.” The Importance
of the subject and the excellence of Mr.
Broad’s presentation have resulted in
many discussions in state society meet
ings and by members of committees
appointed for that purpose. In Califor
nia, for instance, a committee on audit
ing standards representing the state
society of certified public accountants
has studied Mr. Broad’s paper rather
intensively and recently agreed upon
certain tentative conclusions which
modify some of the proposals of the
paper. These conclusions also suggest
alterations in the statement relative to
auditing standards and procedures con
tained in the “accountant’s certificate”
which was suggested in Bulletin No.
5 issued in February, 1941, by the
committee on auditing procedure of the
American Institute of Accountants, and
which now is in general use.
As a basis for my remarks, I wish to
quote the conclusions of the California
committee. It should be understood
that the committee is responsible only
for the conclusions and that other state
ments by the present speaker do not
necessarily reflect the views of the other
members of the committee. Here are the
conclusions:
AT THE ANNUAL MEETING
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accordance with a degree of quality
required by the particular circum
stances and, in addition, that it
included necessary procedures. The
committee suggests that if and when
the American Institute adopts a
statement of auditing standards the
second sentence of the certificate
be changed to read somewhat as
follows:
“Our examination conformed to
auditing standards adopted by the
American Institute of Accountants
(or other professional body, where
applicable) and it included all pro
cedures which in our judgment are
required by those standards.”
The first conclusion may be open to
debate and, in fact, it has been chal
lenged in a recent article in The Journal
of Accountancy.1 Whether a statement
of standards is desirable or essential
may depend upon what we mean by
standards. A common meaning of the
word is a measure of quantity, quality,
value, or service, and the setting up of
standards of this sort usually is for the
purpose of obtaining standardization.
For example, we speak of standardiza
tion of products, of methods of produc
tion, of prices, and even of professional
services. But I do not think these are
indicative of the sort of standards we
need in auditing. Auditing work cannot
be standardized by setting up exact
measurements of the quantity, quality,
or extent of the processes, procedures, or
techniques which may be utilized in the
course of an audit. No doubt there are
procedures which are “must” proce
dures in the usual audit engagement,
but I do not think they can be desig
nated as auditing standards. Procedures
are necessary in attaining standards,
but standards in a professional activity
such as auditing cannot be attained by
procedures alone. For example, “must”
procedures would include the inspection
of securities, if securities were owned by
1 Hawes, Henry C., “Auditing Standards,"
The Journal of Accountancy, August, 1942, pp.
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the client and if they Were not held by
an independent party. But mere in
spection is not a standard of auditing
performance because it is only one of
the means of attaining such auditing
objectives as the verification of the
existence and ownership of an asset and
the presentation of the assets and liabil
ities without omissions, concealments,
or misstatements.
Rather than exact measures of our
product — the audit — for the purpose
of “standardizing” it seems to me we
need a statement of the fundamental
objectives of an audit together with an
indication of the requisites of profes
sional competence in obtaining the ob
jectives. An audit that is up to “stand
ard ” is not a standardized product, but
it is an audit in which the practitioner
has utilized appropriate methods, ac
cording to his judgment, to obtain
stated auditing objectives. The result
is not standardization for the reason
that a “standard” audit cannot be
patterned; it can be described only as
a general level or degree of attainment.
Perhaps some may consider that any
definition of the term “auditing stand
ard ” is too vague to warrant the adop
tion of a statement of standards by the
profession. But I do not know that
other terms are always satisfactorily
defined. I do not recall ever having seen
a completely satisfactory definition of
the word “truth”; yet several times I
have sworn to tell the truth, all the
truth, and nothing but the truth.
Again, we sometimes pledge allegiance
to our flag and country; yet I doubt if
allegiance means exactly the same thing
to all. We may realize in a general way
that it is our obligation of fidelity and
obedience to our government—but dif
ferent persons may have differing con
cepts of fidelity and obedience. As to
auditing standards, we need a descrip
tive statement, approved by the Ameri
can Institute, partly because laymen
do not have the knowledge that prac
titioners have concerning auditing stand
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ards. Perhaps, also, I may be so bold
as to suggest that some practitioners
may be derelict to their duty of knowing
and conforming to standards. A state
ment in the auditor’s certificate that
he has conformed to recognized stand
ards is primarily a statement to and for
the public and not for the auditor; it
may, however, serve to remind the prac
titioner of his obligations.
Turning now to conclusions (3) and
(4) quoted above from the committee
report, you will note that both have to
do with an attempt to define or describe
auditing standards and to distinguish
between those standards and auditing
procedures. These conclusions are not
inconsistent with Mr. Broad’s state
ment 2 that “Standards may be looked
upon as the specific objectives to be
attained by means of audit procedures
and not as the audit procedures them
selves.” But I believe they do not agree
with his point of view when he states
that “I regard auditing standards as
occupying an intermediate position be
tween broad general principles at the
one extreme and the detailed specifica
tions as to the methods to be adopted
and the extent of the tests at the other
extreme.” Surely, there is a wide gap
between these two extremes. At what
intermediate point do we find auditing
standards? If we go too far toward the
extreme of detailed specifications as to
methods and as to the extent of the tests
to be made, we will obtain a standard
ized product, cut-to-order and made-tomeasure but patterned after the same
picture in the catalogue that the other
auditors copy. Such a result would
obliterate the need for real auditing
standards. How far can we go in this
direction of specifying procedures with
out setting up patterns?
It appears to me that the statement of
standards to which we can point after
every audit and say, “We have con
2 Broad, Samuel J., “Auditing Standards,”
The Journal of Accountancy. November, 1941,
p. 392.

formed to these standards,’’must be
essentially a statement of broad general
principles. The committee on auditing
procedure of the American Institute has
stated 3 that “Auditing standards may
be regarded as the underlying principles
of auditing which control the nature and
extent of the evidence to be obtained
by means of auditing procedure.” In
order to state these “underlying prin
ciples” or auditing standards I believe
we must describe the objectives of an
audit; these objectives or purposes of
auditing are closely related to the na
ture and extent of the evidence to be
obtained. If we accomplish the objec
tives of an audit we should be entitled
to say that our examination was “up
to standard.” A statement of auditing
standards, I believe, may be obtained
by means of a description of the essen
tial features of an audit, indicating
what is to be accomplished by describ
ing the scope and purposes with proper
emphasis on the professional qualities
required of the practitioner.
At this point, it would be appropriate
to have such a statement of standards.
Before suggesting a statement, it may
be desirable to point out that the term
“auditing standards” might have a
more limited use than that for which a
statement of standards is advocated.
The committee on terminology of the
American Institute of Accountants has
defined an audit4 as “In general, an
examination of an accounting document
and of supporting evidence for the
purpose of reaching an informed opinion
concerning its propriety.” Specifically,
the committee on terminology refers
to four applications of the word “audit,”
namely, as applied to the audit of a
voucher, the audit of an account, the
audit of a group of accounts, and the
audit of accounting statements pre
pared for publication. I assume that a
3 Bulletin No. 6, Statements on Auditing
Procedure, March, 1941.
4 Bulletin No. 9 (Special), Accounting Re
search Bulletins, May, 1941, p. 81.
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statement of standards should refer to
the least restricted use of the word
“audit,” and therefore that our state
ment of standards is for an examination
of the accounting statements and of
supporting evidence for the purpose of
reaching an informed opinion.
What is the scope of the usual audit
of the accounting statements? I be
lieve an audit is concerned (1) with
verification, (2) with valuation, to the
extent of determining that proper meth
ods have been adopted, but not in the
sense of appraising, and (3) with presen
tation of the assets, liabilities, and
capital of the business, and of the results
of operations. Auditing standards should
be stated, then, for each of these parts
of the auditing process. In addition,
Standards might be separately indicated
as to a review of the system of internal
control and of the physical aspects of
the business. These statements might
be somewhat as follows:
1. As to verification.
The auditor shall verify the assets,
the liabilities, the invested or other
capital, the reserves, and surplus of the
enterprise by reasonable evidence and
appropriate methods, including (1) ex
amination of authenticated vouchers,
documents, records, and other support
ing data, (2) written confirmation from
proper parties, (3) verbal inquiries with
resulting affirmations assisting in the
verification, and (4) physical examina
tion of individual items to an extent
adequate to warrant reliance upon the
existence, ownership, and useful condi
tion of such items.

3. As to presentation.
He shall determine so far as reason
ably possible that the balance-sheet and
other accounting statements present
truthfully and adequately the financial
position and the results of operation (1)
without omission, concealment, or mis
statement of a material fact, (2) with
adequate disclosure of assets hypoth
ecated or subject to other lien, en
cumbrance, or restriction, and (3) in
accordance with generally accepted ac
counting principles applied on a basis
consistent with that of the preceding
period.
4. As to general responsibilities.
(a) Throughout the course of his ex
amination, the auditor shall con
sider the adequacy and effectiveness
of the system of internal check
and control and shall determine the
nature and extent of the auditing
procedures and techniques required
in view of the results of that in
ternal-check-and-control system.
(b) In order to judge the adequacy of
the accounting and of the repre
sentations contained in the ac
counting records and statements,
the auditor should obtain first-hand
knowledge of the essential charac
teristics of the business or other
activities by observing such mat
ters as (1) the physical aspects of
the business including the plant
layout, the nature of the products,
and the general operating methods,
and (2) the genuineness and validity
of the transactions from the stand
point of statutory regulations or ap
proval by state and federal agencies
and in corporate minutes.

2. As to valuation.
Perhaps these suggested standards do
He shall ascertain by reasonable
evidence and approved methods that not describe adequately the quality of
the assets are stated upon bases of work to be required by our profession.
valuation generally accepted by the I should like to include specifically the
profession and that the liabilities, capi attributes of “due care,” “materiality,”
tal, and surplus are fully stated without and “relative risk” which were so ably
significant omission or overstatement described by Mr. Broad in his paper a
and with adequate provision for accrued year ago. Also, the fundamental qual
ities of honesty, integrity, courage,
and contingent liabilities.
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truthfulness, and independence are es the auditor has chosen the auditing
sential in attaining standards of per procedures needed in the particular
formance. Only by utilizing these circumstances and has applied them
qualities in performing the work of with professional competence. Perhaps
verifying, valuing, and presenting the the statement of the California com
accounting facts can standards exist. mittee may be improved by changing it
There are certain other properties of an to read that the examination “included
auditor which are necessary equipment all procedures which in our judgment
but perhaps do not need to be specified were necessary in the circumstances.”
in a statement of auditing standards. Such a statement indicates that there
By this I mean that an auditor must may be instances in which the auditor
be inherently inquisitive, critical, and decides that the circumstances warrant
skeptical. It is my belief that these procedures in addition to those gener
various qualities of the auditor and the ally recognized as necessary. This situa
desired quality of his work are indicated tion is likely to occur often if we restrict
by the requirements of the phrases “rea our concept of “necessary” audit pro
sonable evidence” and “appropriate cedures, but it will not be so prevalent
if it is generally recognized that the
methods.”
The final conclusion of the California procedures necessary vary with the
committee suggested a revision in the adequacy or inadequacy of the system
accountant’s certificate. Let me repeat of internal check and control, and for
the amended sentence: “Our examina other reasons. However, the change in
tion conformed to auditing standards the statement of the California com
adopted by the American Institute of mittee is desirable if that statement
Accountants (or other professional body, means that standards require specific
where applicable) and it included all procedures. Standards do not require
procedures which in our judgment are definite procedures; in some instances
required by those standards.” This there may be several acceptable meth
statement does not refer to “generally ods available and the choice of one in
accepted auditing standards,” as does stead of another procedure would not
the certificate in general use, but it be required by the standards.
indicates that when and if standards are
For authoritative statements of pro
adopted by the Institute, those should cedures, the profession continues to look
be specified as the standards to be at to the American Institute. Over twentytained. Also, the statement eliminates five years ago, in April, 1917, a commit
the phrase “applicable in the circum tee of the Institute, assisted by other
stances.” Standards are to be met or Institute members and the council, and
attained rather than applied. Surely with the indorsement of the Federal
standards are not variable to the extent Reserve Board, obtained the publica
that they are only “applicable in the tion of a statement of procedures in the
circumstances.”
Federal Reserve Bulletin. Although the
The statement that the examination original document, entitled “Approved
“included all procedures which in our Methods for the Preparation of Balancejudgment are required by those stand sheet Statements,” has been completely
ards” recognizes the importance of revised and republished twice and has
procedures and of judgment in choosing been partly altered once, little has been
procedures. It may be that this state discarded from the work of the first
ment is unnecessary inasmuch as it is committee. These revisions have added
preceded by the statement that the some new and important procedures
examination “conformed to auditing and have changed the wording, but the
standards,” which I believe implies that essential features of the original docu
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ment have not been disturbed. Addi
tional revising now is desirable, and for
this the profession again looks to the
Institute.
Recently, the preparation of auditing
cases to deal with specific instances and
details of procedures has been sug
gested as a task for the Institute’s com
mittee on auditing procedure. Such an
undertaking, although desirable, must
be carried out with painstaking care and
endless perseverance. The development
of a sufficient number of cases to illus
trate the niceties of professional judg
ment as to detailed procedures in, say,
verifying and pricing inventories, will
be likely to require a span of many
years. It is probable that auditing cases
never will replace statements of audit
ing procedures, but will only supple
ment such statements. I believe that the
revision of the bulletin, “ Examination
of Financial Statements,” should not
be postponed for the purpose of devel
oping audit cases.
In concluding, I wish to recall briefly
a few more pages from the history of the
American Institute, which some mem
bers present no doubt could describe
more adequately than I shall. The year
books of our organization and The
Journal of Accountancy record that in
1925 and 1926 a committee on educa
tion surveyed the accounting field in
tensively and rendered a report propos
ing a scheme of classification for the
professional services that accountants
render. The council passed the report
on to the membership at the annual

meeting in 1926, without recommenda
tion. After prolonged argument, the
membership referred the matter to the
executive committee, and that com
mittee by means of a questionnaire
thereafter sought to obtain the opinions
of the entire membership. The response
was disappointing; answers were few
and differed so materially that a har
monious report was impossible. There
upon a special committee was appointed
to take up the whole question of classifi
fication. That committee did an excel
lent piece of work, but its product was
not a classification of accounting serv
ices: it was the first revision of the
document, “Approved Methods for the
Preparation of Balance-sheet State
ments.” This revised statement of au
diting procedures was called “Verifica
tion of Financial Statements,” and was
issued in May, 1929. As you know, this
revision was followed in 1936 by the
bulletin, “Examination of Financial
Statements.”
I trust that the problem of stating
auditing standards will not undergo the
experience of the question of classifying
accounting services. Certainly, an ac
ceptable statement of standards is es
sential for the profession if auditors’
certificates are to mention that their
examinations conform to such stand
ards. Perhaps, also, I may express the
hope that out of the current discussions
of auditing standards there may come
the inspiration for another revision of
the bulletin that describes auditing
procedures.
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Accountants’ Liability
By Saul levy, New York
Member, American Institute of Accountants
have raised the question, “Whose bal
bility is as broad as the scope of ance-sheet is it?” Many have strenu
our professional activity and the ously insisted that it is the balancesheet of the client and that it sets forth
content of the opinions which we issue
in the course of our work. It involves the primary representations of the
our relations with the government, the client. Others have pointed to instances
general public, our clients, and with where the public accountant himself
each other. This paper will attempt to prepared the statements, where the
deal with only one phase of the subject. public accountant was engaged to do so,
It will discuss the question of legal lia and where the credit grantor and others
bility from the standpoint of its inti have regarded the resulting statement
mate relation to the development by our as the accountant’s balance-sheet.
A third viewpoint has been recently
profession of its own technical criteria.
During the past several years the In asserting itself which seems to carry us
stitute through its committees and its along a little further toward a clearer
members has been dealing aggressively understanding of the respective re
and effectively with accounting and sponsibilities of client and public ac
auditing standards, procedures, prin countant. It is pointed out that certified
ciples, and terminology. In so far as financial statements are the statements
these matters are crystallized into a both of the client and of the accountant.
In so far as such statements set forth
form or formula which has the general
approval or acceptance of the profes the financial position or the operating
sion, we succeed in establishing techni results of the client, they are obviously
cal criteria “by which facts, principles, the statements of the client. The client
opinions, and conduct are tried in form assumes responsibility for the factual
ing a correct judgment respecting representations they contain and for the
them.” This paper is presented from the accuracy of the accounting records upon
viewpoint of those who believe it is the which they are based. He does not re
function of every profession worthy of lieve himself of such responsibilities by
the name to establish its own technical engaging a public accountant to audit
criteria. The desirability of doing so in his records and to express an opinion
its relation to the question of legal lia concerning his statements.
In a different sense, the statements
bility will be here considered.
In recent years, considerable atten are at the same time those of the ac
tion has been focused on the dual re countant. It is through the medium of
sponsibility of the client and the inde these statements that the accountant
pendent public accountant. Responsi expresses a professional opinion con
bilities arise simultaneously through the cerning the financial position and
publication or issuance by the client of operating results of the client. The state
statements whereby the client makes ment becomes an integral and insep
certain representations concerning his arable part of the accountant’s opinion.
financial position and operating results, That opinion may serve to support and
to which statements is attached the tend to corroborate the representations
certificate or opinion of the independent of the client, but it does not involve the
public accountant. In an effort to clarify assumption by the accountant of re
the situation, members of our profession sponsibility for the factual representa
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tions of the client. From this viewpoint,
it would seem to be immaterial whether
the client or the accountant prepared
the financial statements in the first in
stance. In either case, the accountant,
in expressing an opinion concerning the
statements, assumes responsibility for
whatever opinion he expresses. The legal
liability of the accountant for the ex
pression of a professional opinion is
governed by the nature of that opinion,
and a finding (by whatever tribunal has
the function of making such a finding)
as to whether or not that professional
opinion is reasonably well founded in
terms of auditing standards and pro
cedures and accounting principles and
terminology.
While the respective responsibilities
of the client and the public accountant
may arise out of the same financial state
ments, they are separate, distinct, and
different types of responsibility. If we
speak of the primary responsibility of
the client, we are in danger of implying
that public accountants have a related
secondary liability. This may put us in
the undesired position of assuming sec
ondary liability for factual representa
tions, when we have done no more than
express an opinion.
Since the Ultramares case, which was
decided in 1931, we have given a great
deal of thought to the fundamental dis
tinction in our work between represen
tations of fact and expressions of opin
ion. A representation of fact by the
accountant is virtually warranted to be
true. As was stated by the Court in the
Ultramares case:

In certifying to the statements with
respect to the client’s financial position
or operating results, accountants usu
ally profess to do no more than express
an opinion. This is clearly indicated in
the form of certificate, report, or opin
ion now in general use by the profession.
Nevertheless, an element of fact still
remains in our certificates, though it
relates to the scope of review or exami
nation made, upon which our opinion is
predicated. As Spencer Gordon stated at
the 1939 annual meeting of this Institute:
“If the form of report recommended
by the special committee on auditing
procedure is to be used it would appear
that the only statements of fact will be
as to the scope of the examination made.
Under the doctrine promulgated by
Judge Cardozo it would seem to follow
that if the accountant has not made
the examination that he states that he
has made, he may be held in an action
of deceit by any third party who has
relied on the report, but the proposed
form of report does not appear to in
volve any statement of fact as to the
result of the examination. That the
balance-sheet and the related state
ments of income and surplus fairly pre
sent the position of the company and
the result of its operations is to be stated
as a matter of opinion.”1
Any such factual representation con
cerning the scope of review or examina
tion which has been made, is likely to
appear in very general terms, leaving
much to implication and exploration
should controversy arise. The scope of
the examination made is so essential a
prerequisite for the expression of the
opinion which is founded upon it, that
from the standpoint of legal liability the
examination and the opinion usually
merge into each other. This becomes ap
parent when we consider some of the
characteristics of the professional opinion
of the independent public accountant.

“The defendants certified as a fact,
true to their own knowledge, that the
balance-sheet was in accordance with
the books of account. If their state
ment was false, they are not to be exon
erated because they believed it to be
true . . . accountants . . . by the very
1 Gordon, Spencer, “Liability Arising from
nature of their calling profess to speak
’s Report” (“Papers on Auditing
with knowledge when certifying to an Accountant
Procedure,” presented at the fifty-second
agreement between the audit and. the annual meeting of the American Institute of
entries.”
Accountants, 1939, page 53).
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The Ultramares case also drew a dis
tinction between negligence and fraud.
It held that whereas the negligence of
the accountant might create liability to
his client, it would not result in liability
to a third party relying upon the ac
countant’s opinion. At the same time,
however, the Court held that there
would be liability to third parties for the
fraud of the accountant and that such
fraud might grow out of the expression
of an opinion. In this connection the
Court stated:

“ Even an opinion, especially an opin
ion by an expert, may be found to be
fraudulent if the grounds supporting it
are so flimsy as to lead to the conclu
sion that there was no genuine belief
back of it. Further than that this Court
has never gone. Directors of corpora
tions have been acquitted of liability for
deceit though they had been lax in
investigation and negligent in speech.
. . . This has not meant, to be sure,
that negligence may not be evidence
from which a trier of the facts may draw
an inference of fraud . . . but merely
that if that inference is rejected, or, in
the light of all the circumstances, is
found to be unreasonable, negligence
alone is not a substitute for fraud. . . .
“Our holding does not emancipate
accountants from the consequences of
fraud. It does not relieve them if their
audit has been so negligent as to justify
a finding that they had no genuine be
lief in its adequacy, for this again is
fraud. . . .
“In this connection we are to bear in
mind the principle already stated in the
course of this opinion that negligence or
blindness, even when not equivalent to
fraud, is none the less evidence to sus
tain an inference of fraud. At least this
is so if the negligence is gross.”

be offered as evidence of fraud. In con
sequence, a jury may hold that an ac
countant’s opinion is a fraudulent pre
tense, merely because, in that jury’s
judgment, the underlying audit or
examination was grossly negligent.
Whether there was such negligence, and
whether such negligence was sufficient
to sustain an inference of fraud, are
questions of fact for the jury to decide.
In four of the leading cases2 relating
to accountants’ liability, beginning
with the Ultramares case, our appellate
courts have consistently recognized and
upheld the right of juries to pass upon
these questions. Where trial courts have
ruled that there was not sufficient evi
dence from which a jury might find
fraud and where a jury verdict adverse
to the accountant has been set aside by
a trial judge, the appellate courts have
reversed the trial courts and have sent
these cases back for new trials. On the
other hand, where a jury, after listening
to all of the evidence, has found the ac
countants free from liability, the ap
pellate court has been unwilling to dis
turb that finding. The significance of
this is that the question of liability in
any litigated case is likely to be a ques
tion of fact to be passed upon by a jury
of laymen. The jury will examine the
opinion of the accountant, pass upon its
meaning, determine whether the opin
ion was properly based upon adequate
examination or whether it was so negli
gently conceived that its expression
amounted to fraud.
Some of the characteristics of the
professional opinion of the public ac
countant which may become issues of
fact for a jury to pass upon are the fol
lowing. It will be seen that each of these
characteristics involves an evaluation of
difficult technical matters concerning
which most laymen have had no pre
vious knowledge or experience.

The Ultramares opinion has been fol
lowed without modification in subse
quent cases both in the New York and
federal courts. It remains our leading
authority on accountants’ liability. Al
2 Ultramares Corporation v. Touche (1931) 255
though it drew a distinction in principle N. Y. 570; O'Connor v. Ludlum (1937) 92 F.
(2d) 50; State Street Trust Co. v. Ernst (1938)
between negligence and fraud, it also 278
N. Y. 104; National Surety Corp. v. Lybrand
established the rule that negligence may (1939) 256 App. Div. 226.
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Without attempting a definitive de
scription or analysis thereof, it may be
pointed out that the accountant’s opin
ion is fl) a technical opinion, (2) an in
formed opinion, (3) an expert opinion,
(4) a candid opinion, and (5) an inde
pendent opinion.
1. It is a technical opinion. The con
clusions of the accountant are presented
in the technical form of the balancesheet, income or operating statement,
surplus account, and supporting sched
ules. The opinion relates to financial
position in the accounting sense and
does not purport to appraise the enter
prise in its entirety or evaluate any of
the fixed assets. It does not guaranty
the accuracy of the client’s representa
tions of fact.
This technical aspect of the account
ant’s opinion is further indicated in the
following comments:
“Some important elements of financial
position are altogether beyond measure
ment and statement in terms of money
values. Other elements frequently in
volve judgments and approximations
which may be formulated or made
within comparatively wide areas of
reasonableness. This is particularly true,
as the committee pointed out, of in
come statements prepared to cover the
short period of a single year where, in
a going concern, many items of unfin
ished business exist at the close of the
year and where the direction of long
term trends is not fully apparent. . . .
“As for the balance-sheet, the com
mittee has a full realization of the wide
spread misconception of the document
as a measure of value or present worth
and has repeatedly pointed out that its
basic function is to measure invest
ment rather than value. The current
studies on the use of the term ‘surplus’
seem to indicate an unfortunate associa
tion, in the minds of many, of surplus
and value.”3
2. It is an informed opinion. It is
predicated upon an examination of the
3 Dohr, Tames L. Reflections on the Devel
opment of Accounting Procedural,” Journal
of Accountancy, July, 1942, pp. 43 and 44.

books of account, supporting records,
system of internal control, tests of in
ventory, independent confirmation of
facts recorded, and such other examina
tions or tests as the accepted and estab
lished practices of the profession re
quire. Such procedures and practices
prescribe the minimum of examination
to be followed. In many important re
spects, the amount of detail to be re
viewed, as well as the choice of method,
are matters of expert judgment within
the discretion of the accountant.
3. It is an expert opinion. It is the
work of one well trained for the particu
lar task, who performs the prerequisite
examination of accounts and the inter
pretation thereof in a competent man
ner.
The most frequently quoted state
ment of the general rule of law applica
ble to the rendition of expert services is
the following:
“Every man who offers his services
to another and is employed assumes the
duty to exercise in the employment such
skill as he possesses with reasonable
care and diligence. In all those employ
ments where peculiar skill is requisite,
if one offers his services, he is under
stood as holding himself out to the pub
lic as possessing the degree of skill
commonly possessed by others in the
same employment, and, if his preten
tions are unfounded, he commits a
species of fraud upon every man who
employs him in reliance on his public
profession. But no man, whether skilled
or unskilled, undertakes that the task
he assumes shall be performed success
fully, and without fault or error. He
undertakes for good faith and integrity,
but not for infallibility, and he is liable
to his employer for negligence, bad
faith, or dishonesty, but not for losses
consequent upon mere errors of judg
ment.”4

The chief accountant of the Securities
and Exchange Commission recently dis
cussed this matter and stated:
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“The new rules ask for a positive
representation as to whether the audit
made was in accordance with generally
accepted auditing standards applicable
in the circumstances. The propriety of
such a requirement, as opposed to a
requirement merely for a statement of
the accountant’s opinion on the point,
was the subject of a good deal of debate
and was adopted only after full consid
eration of opposing views. As I see it,
an unqualified certificate contains an
implied representation that the account
ant has lived up to the standards which
are generally approved by his colleagues.
Such a representation, indeed, is im
plicit, I think, to all professions—that
one who holds himself out as a profes
sional man represents that he has and
has exercised that skill and knowledge
common to his calling. The new rule
merely makes explicit what was before
implicit.”5

4. It is a candid opinion. It sets forth
its conclusions in such form that mate
rial factors are not concealed or sup
pressed. If the opinion is subject to any
important mental reservation or, if
facts have come to the notice of the ac
countant which have an adverse bearing
upon the conclusion reached, such nega
tive factors are either set forth explicitly
as qualifications, reservations, or ex
ceptions, or (in the judgment of the ac
countant) are so material that he re
frains from expressing any opinion. In
this connection, the following is quoted
from the bulletin of the Institute on
“Extensions of Auditing Procedure”
(Statement on Auditing Procedure No.
1, issued October, 1939):
“In explanation of the general prin
ciples governing the auditor’s opinion,
with particular regard to explanations
and exceptions, it is pertinent to state
that the auditor satisfies himself as to the
fairness of the statements ‘by methods
and to the extent he deems appropriate’
in general conformity with the audit
ing procedures recommended in the In

statute’s bulletin, ‘Examination of Fi
nancial Statements.' Ordinarily, if he
has so satisfied himself, he is in a posi
tion to express an unqualified opinion.
However, if he considers it in the inter
est of dear disclosure of material fact to
indude explanations of procedures fol
lowed, he is free to do so. If, on the
other hand, such disclosures are made
by reason of any reservation or desire to
qualify the opinion, they become excep
tions and should be expressly stated as
such in the opinion paragraph of the
auditor’s report. As previously stated,
if such exceptions are sufficiently ma
terial to negative the expression of an
opinion, the auditor should refrain from
giving any opinion at all, although he
may render an informative report in
which he states that the limitations or
exceptions relating to the examination
are such as to make it impossible for him
to express an opinion as to the fairness
of the financial statements as a whole.
“It is desirable as a general rule that
exceptions by the independent certified
public accountant be included in a
paragraph separate from all others in
the report and be referred to specifically
in the final paragraph in which the opin
ion is stated. Any exception should be
expressed clearly and unequivocally as
to whether it affects the scope of the
work, any particular item of the finan
cial statements, the soundness of the
company’s procedures (as regards either
the books or the financial statements),
or the consistency of accounting prac
tices where lack of consistency calls for
exception.”

5. It is an independent opinion. It is
an unbiased and disinterested opinion.
The accountant impliedly represents
that he has no conflicting interest which
may raise a doubt as to his independ
ence of judgment. This vital question of
independence was recently discussed at
some length by a former president of the
Institute, who stated, among other
things:

“Evidently it has always been con
sidered an attribute so indispensable to
the public practice of accounting that it
was taken for granted, and it never
ISO

5 Werntz, William W. “Some Current Defici
encies in Financial Statements.” Journal of
Accountancy, January, 1942, p. 27.
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occurred to anyone to attempt to define
it or to create rules requiring it.”
“ Independence is the certified public
accountant’s stock in trade. He invites
public criticism which may result in his
professional disaster if he permits cir
cumstances to arise which cast doubt on
his independence, even though he may
be sure that his state of mind is as
independent as it could be. In this case
the appearance of impropriety is only
slightly less dangerous than the im
propriety itself.”8

Limitations of space and time pre
vent a more amplified discussion of the
foregoing elements and characteristics
of the accountant’s opinion. It must be
obvious, however, that any one of these
elements may become a crucial issue
which cannot be resolved intelligently
without passing judgment upon one or
more technical questions of accounting
and auditing principles, procedures,
practices, standards, conventions, pre
cedents, rules, forms, definitions, and
the like. The conclusions and findings of
juries will be based upon the evidence
presented of what the accountant did
and what he should have done. If our
profession itself has failed to agree upon
these matters, there is most likely to be
a confusing conflict of expert testimony,
raising controverted issues concerning
which juries will have the final word.
On the other hand, to the extent that
these technical matters are sufficiently
clarified and established by the profes
sion itself, it is likely that juries will
accept the criteria of the profession and
not impose upon us their own inexpert
conclusions as to the accountant’s duty
in any given case.
There has already been reference to
the fact that in four leading cases the
appellate courts have indicated a con
sistent disinclination to disturb the
findings of juries in cases involving the
alleged negligence and fraud of account-

6Hurdman, Frederick H. "Independence of
Auditors,” Journal of Accountancy, January,
1942, pp. 55 and 60.

ants. Certainly that policy of the ap
pellate courts will persist in situations
where the existence or the content of
professional criteria is seriously dis
puted. We have reason to expect, how
ever, that if these matters are suffi
ciently clarified and established by the
profession itself, courts of law will be
placed in a position to set aside adverse
jury verdicts as contrary to the weight
of evidence when such verdicts are in
conflict with recognized and accepted
professional standards and criteria as
testified to by experienced and reputa
ble members of the profession.
Such clear-cut professional standards
may be exacting in the matter of mini
mum requirements and in that way to
some extent may restrict the free use of
judgment on the part of the accountant.
This fear has been picturesquely pointed
out by one of our distinguished mem
bers in warning us that “it is easier to
get into a straitjacket than to get out
of it.” Others have taken what is urged
in this paper to be the more far-sighted
view. An eminent expression of this
latter viewpoint is the following quota
tion from a recently published article
on “Accounting Standards,” by Victor
H. Stempf:
“It follows that objective standards
narrow the sphere of individual judg
ment and personal opinion as to what
the standards are, but it does not follow
that they restrict reasonably free judg
ment and individual opinion as to the
propriety of applications of such stand
ards. In respect of these the account
ant’s work must still be judged by what
other competent accountants would
have done under the same circumstances
in conformity with the standards set by
the profession. The immediate need is
for the accelerated formulation of these
objective standards.”7

We owe it to our profession to guide
and instruct its members in the per
formance of their important functions.
7 Stempf, Victor H. “AccountingStandards,”
Journal of Accountancy, January, 1942, p. 67.
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We also have a duty to the public and
to ourselves to enlighten all interested
parties as to what is the technical nature
of the services we render and what is the
scope of the responsibility we assume in
performing such services. These are
paramount considerations. Further
more, any standards or criteria which
we establish are likely always to permit
wide latitude for the exercise of expert
judgment. Even if such latitude is not
to be unlimited, any apparent disad
vantage to us will be far outweighed by
the sound protection afforded account

ants in the face of threatened liability.
Only through well established profes
sional standards and criteria can ac
countants assure themselves of judg
ment by their peers. The legal liability
of accountants should be confined
within the framework of professional
standards and criteria. If that frame
work is not constructed by the profes
sion itself, it will be rudely fashioned for
us by juries of laymen out of the unfor
tunate material presented to them in
the extreme situations which are occa
sionally litigated.

Internal Control Questionnaire
BY RUSSELL H. MORRISON, ILLINOIS
Member, American Institute of Accountants

N the usual examination of financial give due consideration to the existing
statements, the independent audi system of internal control.
tor undertakes to form and express
By internal control (or internal check
an opinion as to whether the statementsand control, as it is sometimes called) is
present fairly the financial position at meant “those measures and methods
the balance-sheet date and the results adopted within the organization itself to
of operations for the period, all in con safeguard the cash and other assets of
formity with generally accepted ac the company as well as to check the
counting principles applied on a basis clerical accuracy of the bookkeeping.”2
consistent with that of the preceding Internal control might be described fur
period. While the discovery of irregulari ther as the planned allocation of duties
ties may result from such examinations, among the employees in such a way as
ordinarily the scope of the work does to provide a system of checks and bal
not include a detailed audit of the trans ances for the purpose of safeguarding
actions for the purpose of disclosing the assets and insuring the general ac
possible irregularities. “In a well organ curacy of the accounts. Under such a
ized concern the principal reliance for system, it is desirable that the persons
detection of such irregularities is placed who are responsible for custody of the
upon the maintenance of an adequate assets and conduct of the operations have
system of accounting records with ap no part in the keeping of, and do not have
propriate internal check and control.”1 access to, the records which establish
It is generally recognized that in de accounting control over the assets and
termining the scope of his work incident operations; and conversely, that those
to the examination of financial state who are responsible for keeping the ac
ments, the independent auditor will counts have no part in handling the

I

1“Extensions of Auditing Procedure”—as
approved by the American Institute of Ac
countants on September 19, 1939. p. 4.

* “ Examination of Financial Statements."
issued by the American Institute of Account
ants in January, 1936. p. 8.
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assets or conducting the operations.
Within this broad framework, the du
ties of the individuals should be so di
vided as to minimize the possibility of
collusion, perpetration of irregularities,
and falsification of accounts. The ob
jective to be sought in any system of
internal control is to provide the maxi
mum safeguards practicable in the cir
cumstances, giving due consideration to
the risks involved and the cost of main
taining the controls. The internal audit,
where present, is an additional feature
of the system of internal control. It has
for its purpose mainly the subsequent
continuous or periodic audit or test
check of the recorded transactions and
of the effectiveness of the prescribed
procedures.
In the usual short form of report on
the examination of financial statements,
the independent auditor states specifi
cally that he has reviewed the system of
internal control. This statement indi
cates that due weight has been given to
the internal control in determining the
scope of the examination; it is not in
tended as an expression of approval of,
or satisfaction with, the existing system.
Thus, the primary purpose of the inde
pendent auditor’s review of the system
of internal control is to enable him to
ascertain the extent and effectiveness of
the existing internal-control measures
and, on the basis thereof, to determine
the scope of his examination and formu
late his audit program. The review in
volves not only the inquiries necessary
to learn the company’s procedures re
lating to internal control; it requires the
further investigations, tests, and in
quiries necessary to judge the effective
ness of the internal-control measures —
to find out whether, in fact, they func
tion as represented.
A further purpose of the review of
internal control is to note and direct
attention to any practicable extensions
or improvements which can be made in
the company’s methods and procedures
in order to strengthen the safeguards

and minimize the possibility of irregu
larities or errors.
Those who were present at the meet
ing yesterday afternoon heard Lieuten
ant Colonel McEachren refer to the em
phasis given to the system of internal
control in determining the extent of the
selective audit tests prescribed in the
Army’s new manual governing the au
dits of supply contracts. Paul Grady,
in outlining the Navy’s policies with
respect to cost inspection, also referred
to the weight given to the internal con
trol in establishing the scope of the
selective tests now being made by the
Navy cost inspectors. The adoption by
the Army and the Navy of selective
tests, based upon careful consideration
of the extent and effectiveness of the
contractor’s system of internal control,
represents a forward step of great im
portance in governmental auditing. It
may also be expected to encourage sub
stantial improvement in the internal
procedures of many companies; and will
contribute greatly to a wider under
standing of the principles of internal
control and of the relation of the system
of internal control to the scope of the
independent audits.
In view of the weight given to the
system of internal control in determin
ing the scope of the examination, it is
essential that the independent auditor
maintain an orderly and comprehen
sive record of his review of the extent and
effectiveness of the existing system. This
is necessary (1) as a record of, and proof
that, such a review was made; (2) as
support for the conclusions reached; (3)
as a basis for recommending improve
ments ; and (4) as a starting point for the
corresponding review in the next exami
nation.
There are, of course, various ways of
approaching the review of internal con
trol. No one method will be found suit
able under all circumstances. There may
be some who feel that any standing in
structions or questionnaires are undesir
able since they may tend to limit or
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influence the inquiry to such an extent
as to discourage the initiative that is
essential to satisfactory results. I think
most of us would agree, however, that
it is generally advisable to have some
form of outline for the guidance of the
accountants who make the review. In
this connection, it was of interest to
note that Lieutenant Colonel McEach
ren mentioned yesterday that about 40
per cent of the Army’s new auditing
manual is devoted to investigation of
internal control and procedures.
The outline for the review of internal
control might take the form of (a) ver
bal or written instructions designed for
the particular engagement, (b) standing
instructions of a general character relat
ing to the basic matters to be covered
in the inquiries, supplemented by such
additional instructions as may be nec
essary in each instance, (c) a general
check list of points to be covered in the
inquiries and incorporated in memo
randa for the working papers, or (d) a
questionnaire, either standard or spe
cially prepared for the particular situa
tion, containing specific questions to be
considered with respect to the various
phases of internal control.
The questionnaire is perhaps the most
effective and most widely used method
of recording the results of the surveys
made to ascertain the extent of the
existing controls and safeguards over
each class of assets and the related op
erating functions, such as shipping, bill
ing, purchasing, receiving, voucher, and
payroll procedures, etc. The principal
advantage of the questionnaire is that
it serves as a check list of the major
points to be considered with respect to
each item, and provides an orderly rec
ord of the results of the survey which
can be reviewed in subsequent exami
nations and amended to reflect subse
quent changes.
It is not intended in any instance that
the survey of internal control be re
stricted to consideration only of the
matters covered in the questionnaire.

Nor is it intended that the answers be
limited to the space provided in the
questionnaire. Supplemental memo
randa giving further information as to
methods, procedures, safeguards, etc.,
should be added as appropriate. In the
survey of internal control, as in all
other phases of the examination, the
results obtained are dependent upon the
experience, ability, perception, initia
tive, and resourcefulness of the account
ants who participate.
After the questionnaire has been
completed, or after it has been reviewed
and brought up to date in repeat engage
ments, the next step is the preparation
of the tentative audit program covering,
among other things, the investigation
and test checks necessary to determine
whether the existing procedures, con
trols, and safeguards are actually oper
ating as represented, and whether they
appear to be adequate and effective.
It is evident that in most cases the orig
inal audit program necessarily is tenta
tive. As the work progresses and con
clusions are reached with respect to the
various phases of the internal control,
the audit program is revised as ap
propriate. Since we are concerned here
primarily with the internal-control ques
tionnaire, I shall not undertake to dis
cuss the effect of the information com
piled in the questionnaire upon the
formulation of the audit program; that
is a pertinent topic for another time.
I should like now to present some
thing of a questionnaire outlining the
principal points which ordinarily would
be considered in the review of internal
control for a medium-size commercial or
industrial enterprise.
As we have seen, internal control
over cash and other assets is based
largely upon the segregation of duties
among employees in such a way that
those who have custody of the assets and
conduct of the operations have no part
in the keeping of, and do not have ac
cess to, the accounting records which
establish accounting control over such
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assets and operations. Thus, in the
larger companies, this segregation would
start with a clear-cut allocation of du
ties between the treasurer and the chief
accounting officer. In general, the treas
urer would be responsible for the re
ceipt, custody, and disbursement of all
cash and securities; and the chief ac
counting officer would be responsible
for the maintenance of the accounting
records and the system of internal
control.
Now, as to the form of the question
naire. It is convenient to use double
width paper which folds to the size of
the working-paper files, with questions
listed on the left half of the page and
space for the answers and comments on
the right half. It is a good idea to leave
extra space at the end of each section for
inserting additional questions or com
ments applicable to the particular case.
Clear, concise introductory instructions
as to the purpose, the preparation, and
the use to be made of the questionnaire
are desirable. However, I shall omit
such instructions here and proceed with
the suggested questions.

receivable records from collection
advices rather than from the cash
items?
8. What kind of cash-receipts record is
kept, and who keeps it?
9. Is independent accounting control
established outside of the cashier’s
department over miscellaneous cash
receipts, such as rents, interest,
dividends, cash sales, sales of mer
chandise to employees, sales of
scrap, etc.?
10. Other questions. (Insert here such
additional questions as may be ap
plicable in the particular case. Make
similar provision for additional
questions to be inserted at the end
of each section throughout the
questionnaire.)

Cash Disbursements
1. Are prenumbered checks used?
2. Are voided checks retained?
3. Is protected paper used for checks?.
4. Is a check protector used on checks?
5. Are two signatures required on
general-fund checks?
6. If not, are there limitations on the
amounts of single-signature checks?
7. Who are the check signers (list
names and positions held) ?
8. Are all the check signers persons
Cash
other than accounting department
Cash Receipts
employees?
1. Is responsibility for the receipt and
9. Are the check signers designated by
deposit of cash centralized in as few
the board of directors?
individuals as possible?
10. Are checks ever signed in blank?
2. Are incoming-mail receipts listed in 11. Are disbursements made only on
the mail room for subsequent check
the basis of approved vouchers with
in detail against the cashier’s rec
supporting data attached?
ords before being turned over to the 12. Are the supporting data and ap
cashier for entry and deposit?
provals on the vouchers reviewed
3. Does the cashier receive—
by the check signers at time of
(a) Incoming-mail receipts directly
signature?
from the mail room?
13. Are the supporting data canceled
(b) Incoming counter receipts di
upon payment to prevent re-use?
rectly from customers?
(If so, how, when, and by whom
4. Does the cashier retain control of
canceled?)
such cash receipts until they are 14. Who has access to the checks after
deposited in banks?
signature, and who mails them out?
5. Are cash receipts deposited intact 15. Who keeps the cash-disbursements
each day?
records?
6. Have the banks been instructed in 16. Petty cash disbursements—
writing to cash no checks payable
(a) Are they made from working
to the company?
funds maintained on an imprest
7. Are cash receipts posted to accountsbasis?
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(b) Are they evidenced by support
ing data properly approved?
(c) Are such supporting data
Prepared in ink to prevent al
teration?
Adequately checked at time of
reimbursement?
Canceled upon reimbursement
to prevent re-use?
17. How is reimbursement obtained
on checks cashed for accommoda
tion?

Reconciliation of Bank Accounts
1. Are the reconciliations made in the
accounting or auditing departments
(rather than in the treasury or
cashier departments) by employees
who do not participate in the re
ceipt or disbursement of cash and
who do not sign checks?
2. Does the reconciliation procedure
include—
(a) Comparison of checks with
cashbook as to number, date,
payee, and amount?
(b) Examination of signatures and
endorsements?
(c) Examination of voided checks?
(d) Accounting for serial numbers
of checks?
(e) Comparison of datesand amounts
of daily deposits as shown by
the cash-receipts records with
the bank statements?
(f) Test-check of details shown on
authenticated duplicate deposit
slips obtained directly from the
banks against the correspond
ing details in the cash-receipts
records?
(g) Tracing of bank transfers?

General
1. Are all employees who participate
in the receiving, handling, and dis
bursing of cash and securities—
Adequately bonded?
Required to take vacations an
nually?
2. Are employees in other departments
(such as shipping, billing, credit and
collection, purchasing, receiving,
etc.), who might be in position to
participate in irregularities involv
ing cash or other assets, adequately
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covered by the company’s fidelity
bond?
3. Are the duties within the cashier’s
department so segregated as to pro
vide the maximum practicable in
ternal check within the department?
4. Does the cashier’s department per
form any of the following duties
which preferably should be assigned
to other departments—
(a) Prepare sales invoices or keep
sales records?
(b) Keep or have access to accounts-receivable ledgers; assist
in balancing and aging the
receivables; or participate in
preparation and mailing of
customers’ statements?
(c) Authorize extensions of credit
or approve customers’discounts,
returns, or allowances?
(d) Follow up the collection of re
ceivables or approve the write
off of uncollectible receivables?
(e) Obtain bank statements and
canceled checks from the de
positaries, have access to such
statements and checks, or rec
oncile the bank accounts?
(f) Have custody of securities or
notes receivable?
(g) Keep the general ledger or the
voucher register?
(h) Prepare or approve disburse
ment vouchers?
(i) Prepare, sign, or mail disburse
ment checks?
(j) Sign notes and acceptances pay
able?

Securities Owned
1. Is independent accounting control
maintained over securities owned or
held for others and over the income
therefrom?
2. Are the securities kept under ade
quate protection, preferably in safe
deposit boxes?
3. Who has access to the securities
(list names and positions held) ?
4. Are the securities under dual con
trol, so that no one person is per
mitted to have access thereto
alone?
5. Are security transactions regularly
authorized by the board of directors?
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Accounts Receivable
Accounts-Receivable Records
1. Are independent control accounts
maintained outside of the accountsreceivable section?
2. Are such control accounts based on
control figures (billings, collections,
credit memorandums, etc.) obtained
directly from original sources?
3. Do the employees who keep the re
ceivable ledgers perform any of the
following duties (which preferably
should be assigned to other per
sons)—
(a) Handle or record cash?
(b) Prepare sales invoices or keep
sales records?
(c) Authorize extensions of credit,
or approve customers’ discounts,
returns, or allowances?
(d) Follow up the collection of re
ceivables or authorize the write
off of uncollectible receivables?
4. Are the ledgers balanced regularly
against the independent controls?
5. Are the detailed trial balances and
agings checked periodically by other
employees?
6. Are the monthly statements to cus
tomers occasionally checked against
the ledgers, balanced with the con
trols, and mailed out by employees
other than the respective ledger
bookkeepers?
7. Are test circularizations of custom
ers’ balances made from time to
time by other employees?

Credits and Collections
1. Who passes upon extensions of
credit and approves credit terms?
2. Who follows up the collection of
receivables?
3. Who authorizes charge-off of un
collectible receivables?
4. What control is there over uncol
lectible receivables after they have
been charged off?
5. Are credit memorandums for re
turns, allowances, etc.—
(a) Controlled by prenumbered
forms?
(b) Authorized or approved by re
sponsible employees who have
no access to cash?
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(c) Supported, in the case of re
turned goods, by signed receiv
ing tickets?

Shipping and Billing
1. What records are maintained in the
shipping department?
2. What are the safeguards against un
authorized or unaccounted-for ship
ment or removal of goods?
3. Do employees of the shipping de
partment have access to the stock
rooms?
4. Is the billing department entirely
separate from the receivables and
shipping departments?
5. Are prenumbered invoices used and
all numbers accounted for?
6. Does the billing department cross
check the sales invoices—
(a) Against the original order rec
ords, to see that all orders re
ceived have been accounted for?
(b) Against the shipping depart
ment records (bills of lading,
truck manifests, etc.), to see
that all shipments have been
billed?
7. Are the invoices mailed directly to
the customers by the billing de
partment?
8. Are the sales-control figures for
general-ledger purposes accumu
lated in the billing department?

Inventories
1. Are appropriate control and sub
control accounts maintained by
locations and by classes of items?
2. Perpetual inventory records—
(a) Are such records maintained?
(b) Do they show amounts as well
as quantities and prices?
(c) If so, are they regularly bal
anced against the controls?
(d) Are they adjusted to continu
ous or periodic physical counts?
3. Are the inventories stored in an
orderly and systematic manner to
facilitate handling, counting, and
locating of items?
4. What safeguards are there against
issuance, removal, or shipment
without proper requisition or re
cording?
5. What controls are there over items—
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(a) Out on consignment?
(b) Stored in public warehouses?
(c) Held on consignment?
6. Physical inventories—
(a) Are complete physical counts
made at least once each year?
(b) When are the physical counts
made?
(c) Are there adequate written in
structions?
(d) Are prenumbered tickets used
and accounted for?
(e) Are double-checks or re-counts
made, at least where variations
from perpetual record are sig
nificant?
(f) Are the counts made by em
ployees other than those re
sponsible for custody of the
particular items?
(g) Is provision made for proper
cutoff on production, ship
ments, receipts, etc.?
(h) Are significant overages and
shortages carefully investigated?
7. Do the procedures for listing, pric
ing, and computing the detailed in
ventories (compiled from physical
counts or from perpetual records
test-checked by periodic or continu
ous counts) provide for sufficient
review and re-check to insure
accuracy?
8. What provision is made for sys
tematic review and adjustment for
obsolete or slow moving items?

Property, Plant and Equipment

6. Are such detailed records kept in
balance with the controls?
7. Are periodic checks made of the
physical existence by comparison
of the items shown in this detailed
record with those in service?
8. What control is there over tools,
dies, patterns, and similar small
items?
9. What provision is made for report
ing items retired or abandoned?
10. What check is there on the report
ing of items retired or abandoned?

Accounts Payable
Purchasing
1. Are purchases made only on the
basis of signed requisitions from au
thorized persons (such as depart
ment heads)?
2. Are purchase orders prepared for all
purchases?
3. Do the purchase orders show the
terms and prices?
Receiving
1. Are copies of the purchase orders
furnished to the receiving depart
ment?
2. If so, are the quantities omitted in
order to insure an actual count of
the quantities received?
3. Are signed receiving tickets pre
pared for all goods received?
4. What provision is made for inspec
tion or test as to specifications and
quality of the goods received?

1. Are appropriate control accounts
maintained by locations and by Vouchers
1. Are the invoices audited in the
classes of property?
accounting or auditing department
2. What are the policies governing the
rather than in the purchasing or
distinction between expenditures to
treasury departments?
be capitalized and those to be
2. Does the audit include—
charged to repairs and maintenance?
(a) Check of extensions and foot
3. Is control over capital expenditures
ings?
maintained through a regular sys
(b) Check of distribution of charges?
tem of authorizations?
(c) Check of purchase invoices as
4. Is a work-order system maintained
to quantity, quality, prices, and
for recording all charges applicable
terms by reference to purchase
to each project?
orders, receiving tickets, in
5. Are detailed card or ledger records
spection reports, etc.?
maintained showing the individual
(d) Check of freight bills against
items of land, buildings, machinery
purchase orders, sales invoices,
and equipment other than tools, dies,
etc.?
patterns, and similar small items?
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14. Are the checks signed by persons
who have no part in preparing the
checks or the payrolls?
15. How are the checks or envelopes
delivered to the employees? (It is
desirable that delivery be made di
rectly to each employee and that it
not be made by the foremen or by
those who report time or who pre
pare payrolls, checks, or envelopes.)
16. Are the payroll bank accounts rec
onciled by employees who have no
other functions with respect to the
payrolls?
17. What control is maintained over un
claimed checks or envelopes?

(e) Check of expense invoices as to
approvals by designated per
sons?
3. Are the supporting documents at
tached to and filed with the vouch
ers?
4. Are the vouchers properly approved
for payment by authorized persons?

Payrolls
1. Who authorizes employment?
2. Who authorizes initial rates of pay?
3. Who authorizes subsequent changes
in rates of pay?
4. Are employment or rate cards show
ing the authorized rates of pay
maintained?
5. What form of original time record
is used (clock cards, job cards,
piecework tickets, time tickets, at
tendance report, etc.)?
6. Who approves such original time
records (foremen, supervisors, in
spectors, timekeepers, etc.)?
7. Who prepares the payrolls?
8. Does preparation of payroll in
clude—
(a) Check of original time records?
(b) Check against employment and
rate cards?
9. Are the payroll totals checked
against labor-distribution totals
which are independently compiled
in other departments from the origi
nal time records?
10. What audit is made of the payrolls,
either before or after payment?
11. What approvals are required on the
payrolls?
12. Is payment made by check or in
cash?
13. Who prepares the checks or inserts
the cash in the envelopes?

General
After the questionnaire has been com
pleted or brought up to date, prepare
a memorandum relative to the weak
nesses found in the system of internal
control, setting forth—
(1) Those which clearly should be
corrected.
(2) Those to be considered by the
management in the light of the
risk involved and the cost of cor
rection.
(3) Those which, as a practical mat
ter, cannot be corrected because
of limited personnel or because of
the cost in relation to the risk.
Again let me emphasize that the
questionnaire presented herein is in
tended only to illustrate the question
naire approach to the review of the
system of internal control. It is not
intended to constitute a model ques
tionnaire complete in all respects or
applicable in all circumstances.
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Interim Work on Inventories and Receivables—
Monthly and Quarterly Audits
BY JOHN J. LANG, MISSOURI
Member, American Institute of Accountants
appreciate the privilege accorded

ward the leveling of this peak, through
me to present to this convention a a study of the ways and means which
paper on a subject which is of im the accountant can devise to accomplish
mense and immediate interest to all ofthis end.
us. In presenting these views, it is my
What the Accountant Can Do
hope that they may be of some assist
ance in working out our common prob
In approaching the subject of what
lem; that as a result thereof we may can be done by the accountant in the
have your contribution of ideas at “spreading of the work,” it will be nec
tomorrow’s round-table session “How essary to review the pronouncements
Much Test Checking Is Enough?”
already made.
Two bulletins issued by the commit
Importance of Subject
tee on auditing procedure of the Amer
We are all aware of the inroads that ican Institute of Accountants deserve
have been made on accounting staffs as special consideration. They are:
a result both of the demands of industry No. 8—Interim Financial Statements
and of our members being inducted into
and the Auditor’s Report
the armed forces of the United States.
Thereon.
I am sure we all agree that the govern No. 10—Auditing Under Wartime Con
ditions.
ment has first call on the manpower of
the nation to direct it to the objective of Bulletin No. 10 is a joint report of the
winning the war.
committee on auditing procedure of the
Business organizations also experience American Institute of Accountants and
a shortage of trained accounting per the committee on practice procedure of
sonnel and this, in many cases, will re the New York State Society of Certified
sult in a lowering of the quality of in Public Accountants. The committee in
ternal check, thus increasing the audi its report stressed particularly that
tor’s responsibility in connection with “the standards of professional work
the audited statements.
should not be lowered and the auditing
What the accountant faces is the procedures now in force should be main
problem of a “peak load” of work to be tained.” In this principle the Securities
done in a short period of time. The sta and Exchange Commission and the
tistics of income published by the Treas New York Stock Exchange are in com
ury Department throw an interesting plete accord.
light upon the concentration of work in
The suggestions of the committee for
this period. These statistics show that spreading the work may be summarized
approximately 84 per cent of the cor as follows:
porations make their returns on a
calendar-year basis, the remaining 16 (1) Consideration of adequacy of sys
tem of internal control.
per cent being distributed through eleven
(2) Consideration of the following work
months. Thus 84 per cent of the work is
to be done at an earlier date than
concentrated in seventy-four days, or
the close of the year:
approximately 20 per cent of the year.
(a) Confirmation and aging of ac
Our attention should be directed to
counts receivable.
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(b) Physical examination of in
ventories.
(c) Changes in property accounts.
(d) Cash.
(e) Tests of operating accounts.
(3) Dispensing with annual audits of
branches or subsidiaries, especially
the smaller ones, and rotating them
from year to year when internal
control justifies this procedure.

work as possible before the end of the
year with a view to aiding materially
the earlier issuance of reports.
In Statement on Auditing Procedure
No. 8, entitled “Interim Financial
Statements and the Auditor’s Report
Thereon,” the committee refers to the
principles laid down in “Extensions of
Auditing Procedure,” and expresses
the opinion as to receivables and in
ventories, as follows: “The standards
of auditing procedure applicable to
regular semiannual and annual state
ments are likewise applicable to interim
statements if an opinion is to be ex
pressed,” and further states that “The
committee believes that frequently the
conditions surrounding a particular en
gagement may be Such as to warrant or
even make desirable the ‘staggering’ of
the confirmations throughout the semi
annual or annual period. If this could
be done in an acceptable manner and
the results were satisfactory, such pro
cedure would obviate the necessity for
a qualification as to the scope of the
interim examination in respect to con
firmation of receivables.”
Other principles enunciated by the
committee in bulletin No. 8 must be
given careful consideration.

The committee’s suggestion that first
consideration be given to the adequacy
of the system of internal control cannot
be overemphasized. The suggestion is
made that this be reviewed during the
early months of the period under audit,
so that the audit program may be pre
pared under the revised circumstances.
This review prior to the end of the year
will make it possible for the auditor to
determine whether or not there have
been any breakdowns in the internal
control, and if so, to adjust his audit
program accordingly; also, to give help
ful suggestions to the client to remedy
the situation.
Consideration will now be given to the
spreading of the work as it applies to
accounts receivable and inventories.
The committee, in corresponding with
the chief accountant of the Securities
and Exchange Commission, William W.
Werntz, stated its intention to issue a (1)
report stressing the examination, of in
ventories and confirmation of receiv
ables at some date prior to the close of
the year. Mr. Werntz, in his reply, made
no specific comment on this point, ex
cept to express disapproval of the use of
a qualified certificate indicating the work
not undertaken, as opening the way to (2)
many dangers, and “that it would be
extremely difficult to appraise the ex
tent to which the value of the account
ant’s review had been decreased by the
omission of certain fundamental steps.”
The same point was brought out by
the committee in its letter to the New
York Stock Exchange. In its reply,
however, the Stock Exchange strongly
emphasized the undertaking of as much
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“ It is not sufficient that the auditor
believe the statements present fairly
the position and results of opera
tions; his belief must be based on
an examination which conforms to
generally accepted auditing stand
ards, and in the absence of such an
examination, the opinion he express
es, if any, should be qualified.”
“Where the regular procedures in
connection with receivables and in
ventories were complied with at a
date prior or subsequent to the date
of the interim financial statements,
but within a reasonable time thereof,
considering the rapidity of turnover
and adequacy of the records sup
porting the interim changes, this
will also eliminate the necessity of a
qualification.”
Two points here deserve note:
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sales, returns, allowances, discounts,
and cash receipts, and generally satisfy
himself as to the system of internal
check as it applies to accounts receiv
able.
To further satisfy himself as to the
accuracy of the December 31st figures,
the trial balance of accounts receivable
at that date should be reviewed and
accounts with substantial balances in
cluded therein compared with the bal
ances at the time of confirmation. In
those cases where there has been a
notable increase in the balance, the
auditor must determine if current con
firmation, either “positive” or “nega
tive” form, is to be made, or if the doc
umentary evidence in the client’s files,
such as customer’s order, invoice, proof
of shipment, etc., is to be examined to
substantiate the change.
Consideration should also be given to
accounts of substantial amount previ
Here we have outlined the funda ously confirmed, which may remain un
mental principles to be observed in changed to December 31st. These should
connection with any confirmation of be investigated to determine if there
accounts receivable prior to the bal has been any change in the collectibil
ance-sheet date. Let us put the question ity of the account so as to necessitate a
specifically. Can the auditor, in an ex revision of the auditor’s estimate of the
amination of the accounts as of Decem adequacy of the reserve for doubtful
ber 31st, accept the confirmation of accounts.
accounts receivable as of a date prior
It is only after such a procedure has
thereto, say, November 30th, October been followed that the auditor can feel
31st, or September 30th? It must be as satisfied with the correctness of the
assumed that at whatever date the accounts receivable as if his confirma
confirmation was made, the procedure tion had been made as of December 31st.
followed was acceptable. If confirma He is then in a position to render an
tion was made by “staggering,” it is unqualified certificate, realizing that if
assumed that the process of confirming there are any errors in the accounts re
was distributed during several periods in ceivable, the amounts will not be of
such a manner that the extent of the sufficient importance to change mate
accounts confirmed during the period rially the financial condition or the
through either a “positive” or a “nega operating results.
tive” form of confirmation would not be
Thus, in endeavoring to spread the
less than if the confirmation was made work of verification of accounts re
as of the balance-sheet date. Having ceivable in the period prior to December
made the confirmation at a date prior to 31st, it would seem that the accountant
December 31st, it will be necessary for will have to decide in each case whether
the auditor to review the “adequacy or not any net saving of time is effected,
of the records supporting the interim considering, on the one hand, the time
changes” as to the transactions for required for the original confirmation
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(a) ‘‘the rapidity of turnover,’’ and
(b) “the adequacy of the records
supporting the interim changes.”
(3) The quotation from “Extensions of
Auditing Procedure”—“that the
method, extent, and time of confirm
ing receivables in each engagement,
and whether of all receivables or a
part thereof, be determined by the
independent certified public ac
countant as in other phases of pro
cedure requiring the exercise of his
judgment.”
(4) The doctrine of “relative impor
tance of items ” is recognized by the
committee in its statement that
opinion need not be withheld unless
“the exceptions as to the scope of
the examination concern items which
could easily be incorrect and which,
if incorrect, are of such importance
that the position and results could
be misstated to a significant ex
tent.”
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and the subsequent verification of in to the auditor, so as to disclose any
tervening transactions, additional con fictitious accounts in the accounts re
firmation, etc., as compared with the ceivable.
The auditor should deposit the state
time required for a confirmation entirely
ments in the post office or public mail
as of December 31st.
Whether the verification is made as box, and not handle them through the
of December 31st or as of any prior company’s own mailing department. At
date, it is the responsibility of the ac least one instance has been observed
countant to do this in such a manner where the assistant cashier covered up
that the purpose of the verification is a “lapping” operation in accounts re
not defeated by improper methods.
ceivable through his ability to get the
It will be necessary to determine the bookkeeping department’s statement of
client’s method of billing, statement the manipulated account from the mail
preparation, and time of mailing, in or ing department on the pretext that the
der to enable the auditor so to organize customer had “just paid his account,”
and schedule his personnel that the pro and that the statement should not go
cedure of confirmation may be carried out as rendered. The confirmation re
out in the most expedient manner.
plies should be addressed to the audi
If monthly audits are made, con tor’s office, but in some cases it may be
firmation of receivables can be set up as desirable to have them addressed to the
part of the procedure for the November client’s special post-office box number
or October monthly examination. If which, however, should be under the
quarterly examinations are made, it control of the auditor.
would be desirable to schedule the
In the confirmation of the accounts
accounts-receivable confirmation as part receivable, it is important for the audi
of the examination for the quarter tor to know that the amount shown on
ending September 30th.
the statement mailed to the customer
If a “negative” form of confirmation agrees with the figures shown in the
is to be made of all accounts receivable, accounts. Thus, the statement balance
the stamp of such confirmation can be should be checked against the account
applied to the client’s blank statements balance before mailing the statement.
before they are prepared by the state If this delays the mailing of the state
ment clerks.
ments, then an adding machine list may
Where a “positive” confirmation is be drawn off from the statements ar
to be made, the insertion of names and ranged in ledger order, and this list sub
addresses on the forms can be antici sequently compared with the trial
pated, by having them written up from balance list. Any accounts for which
the trial balance of the month previous statements are not mailed require an ex
to the month for which the confirma planation which must be satisfactory to
tions are to be sent, so that amounts the auditor.
only need be inserted later. The client’s
Where the verification is made by the
bookkeeping staff should also address test method, either positive or negative
mailing envelopes if “window” enve confirmation, the auditor’s working
lopes are not used.
papers should show a definite record of
It is important here to note that the the accounts confirmed, and care should
envelopes in which the statements are be exercised to see that all areas are
mailed should bear the return address included in the test. In a confirmation
of the auditor, because only in this way of this type, it will also be necessary for
can there be assurance that any state the auditor to keep in mind the relative
ments which are not delivered by the importance of the respective accounts,
Post Office Department will be returned and seek to prove the accuracy of the
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ordering point is the point of verification
of the inventory, a series of tests made
by the auditor and a review of the re
ported overages and shortages by the
stores department will serve to show
the accuracy of the internal check and
the records.
A review of the stores-ledger records
prior to December 31st will reveal obso
lete or slow-moving stock. This will be
indicated in those records not showing
any recent issues of material, and the
auditor can at that time determine with
the client the proper valuation to be
accorded these obsolete items in the
year-end inventories.
This examination will also reveal the
items of major importance, and it is in
connection with these items that the
auditor can set up plans for observation
of physical count to be made at the time
of taking the actual year-end inventories.
Where the year-end physical inven
tory is taken prior to the close of the
year and book inventory at December
31st is accepted, it will be necessary
for the auditor to satisfy himself as to
the general accuracy of the intervening
transactions between such physical in
ventory date and December 31st, con
sidering the “rapidity of turnover” and
the “adequacy of the records support
Inventories
ing the interim changes.” The ideal situ
In Report No. 10, the committee ation, from the auditor’s viewpoint, is a
states, “There are many companies stores-ledger record kept in both quan
with reasonable internal control over tity and dollar value, but in most cases
inventories where physical inventories this ideal will not be encountered.
are taken during the year, either at se
The auditor should make a careful
lected dates or when stocks are low. review of the company’s inventory pro
Naturally the accountant in these cases cedure and if not set out in an inventory
can make the physical examination of manual, he should recommend that this
inventories at the same date or dates as be done. He should further study the
his client.”
organization of its inventory-taking per
It is with reference to the physical sonnel, the assignment of responsibility
test of inventories that the auditor can for various divisions of the inventory,
do the greatest amount of preliminary and he should determine whether proper
work prior to December 31st, especially control will be exercised to insure accu
in those cases where perpetual-inventory racy in the inventory. Here the opportu
records are kept for all or for a sub nity presents itself for the auditor to
stantial portion of the inventory. In make suggestions to the client for im
those rapidly moving stocks where the provement of procedure.
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largest percentage of dollar value of
accounts receivable in a test involving
the smallest percentage of accounts, so
that as a result of tests made, he has no
reason to doubt the accuracy of the
figures, and can feel that if an error ex
ists in the unconfirmed figures, the
amount thereof cannot be of such im
portance as to impair the general accu
racy of the financial and operating state
ments.
In some cases it may be desirable to
combine “positive” and “negative”
confirmations, using the positive con
firmation for accounts with relatively
large balances, and the negative form
for all other accounts.
Where the client’s statements can be
taken to the accountant’s office for
checking and mailing, there will be the
opportunity to spread the work over a
greater number of assistants, and this
outside of the regular office hours. It
may be possible to schedule this work so
that part-time employees may be used.
I know of at least one firm that has em
ployed senior students majoring in ac
counting at a university, for accountsreceivable-confirmation work after school
hours, thus relieving more experienced
personnel for other duties.
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The client should also furnish the au cember 31st. The auditor must assign
ditor with a schedule of the period in personnel to observe the procedure fol
which the physical inventory will be lowed by the client and to make his test
checks of quantities. It will be to the ad
taken, priced, and extended.
The accountant will then be in a posi vantage of all concerned to make these
tion to plan his own schedule for follow test checks during the taking of the
ing up these operations, or working on physical inventory, since if the tests
sections of the inventory, without wait were made after the date of the inven
ing for the completion of the entire in tory, it would be necessary to verify
ventory. Where it is feasible to bring the the intervening transactions.
inventory data into the accountant’s
The primary objective is to have the
office, extensions might be verified by auditor’s checking of the inventory fol
machine operators and, in some in low as closely as possible the completion
stances, it may even be possible for the of the inventory by the client’s staff
accountant to make use of regular cal and, in making tests, to verify the larg
culating services to supplement his own est percentage of dollar amount through
staff.
the smallest number of items. Thus the
Where perpetual-inventory records auditor will assure himself that there is
are kept, the pricing of the inventory no substantial error in the inventory to
presents no real problem. Market values affect materially the accuracy of the
would have to be considered and, in balance-sheet and operating results.
those cases where the last-in, first-out
Inventory taking may be done by the
method is used, it will be necessary for client during overtime periods, and the
the auditor to satisfy himself that such auditor may find it expedient to recruit
method has been properly applied and temporary personnel to assist in the
consistently followed.
verification during such periods. Pre
In attempting to “spread the work” liminary training for such personnel in
where there are no perpetual-inventory the procedure to be followed and types
records, the auditor, after satisfying of inventory to be verified will result
himself that the inventory procedure of in an increased efficiency.
the client is properly organized, must
give especial attention to planning his Preliminary Work in the Account
ant’s Office
procedure so that he can follow up the
successive steps of the inventory com
The main objective should be to
pilation as they are completed by the transfer to the period before the first of
client.
the year all possible work that can be
He should be careful to see that done at that time.
proper adjustment is made in the in
It is the responsibility of the account
ventory for receipts and shipments, and ant to develop the highest degree of
movement of goods between store efficiency in his work, to plan each en
rooms, during the period the inventory gagement carefully, and to determine
is being taken. Obsolete stock and mate what work may be performed before
rial “frozen” by government orders January 1st, even though it may actu
must be located and properly priced. ally require a longer period of time than
In those plants having government con if done at the time of the regular audit.
tracts, care must be exercised to see that
A critical review of the working pa
no government property is included in pers of repeat engagements should be
the regular inventory.
made with a twofold purpose in mind:
It is quite likely that the physical (1) To develop possible improvements
inventory count will have been con
in the audit procedure for the par
cluded days or even weeks before De
ticular engagement, and
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(2) To eliminate any work deemed un
necessary.
Preparation of an outline of prelimi
nary work seems as essential as the
preparation of an audit program. There
is submitted herewith such a basic out
line indicating types of work in the

preparation of audit working papers
which, because of its nature, may be
delegated to assistants and office staff.
This form may be mimeographed or
duplicated on work paper and incor
porated as a part of the regular working
papers.

Period

Client

OUTLINE OF PRELIMINARY WORK

Prepared
by

(1) Audit report—draft of previous year’s report omitting all figures •
and dates except latest figures of any comparatives to be used.. ________
(2) Working trial balance showing final closing figures from last
audit papers....................................................................................... ....................
(3) Working papers for all schedules in which previous audit closing
figures are to be brought forward—and all schedules which re
quire numerous headings................................................................. ....................
List of schedules prepared:
Petty cash........................................................................ ,............. ....................
Bank balances............................................................................... ....................
Bank confirmation forms............................................................ ....................
Accounts receivable...................................................................... ....................
Notes receivable........................................................................... ....................
Reserve for doubtful accounts.................................................... ....................
Inventories.......................................... .......................................... ....................
Securities—stocks, bonds, mortgages........................................ ....................
Prepaid items................................................................................ ....................
Fixed assets.................................................................................... ....................
Depreciation schedules................................................................ .. .................
Notes payable................. ............................................................ ....................
Accounts payable......................................................................... ....................
Accrued liabilities......................................................................... ....................
Deferred income....................................................................................................
Reserves............................................... .......................................... ....................
Long-term debt............................................................................. ....................
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Closing Summary
In summarizing, I believe that the ac
countants cannot expect a great deal of
“spreading of the work” as a result
either of a more general adoption of the
natural business year, or of an extension
of time for the filing of:

(a) Corporation reports with the Se
curities and Exchange Commission
and the New York Stock Exchange,
and
(b) Income-tax returns.

It cannot be brought out too strongly
that the accounting profession is pledged
to the maintenance of its present high
standards, and that there must be no
lowering in the quality of the work
performed.
It is up to the individual accountant
to devise ways and means to develop his

personal efficiency to the highest pos
sible level. This responsibility applies
equally to each and every member of
the accounting organization; partners,
staff accountants, and office personnel.
It will require the exercise of the utmost
ingenuity to employ their time to the
best possible advantage. Use should be
made, whenever and wherever possible,
of any assistance which the client can
render in the preparation of such infor
mation as will serve to expedite the
audit work.
The period through which we are
passing will be a severe test for ac
countants, but I am sure that the mem
bers of the American Institute of
Accountants will measure up to their re
sponsibilities, and in their own humble
way make their contribution toward
winning the war and the peace.

Use of Client’s Staff, from Client’s Viewpoint
BY FRANK S. HECOX, OREGON
Member, American Institute of Accountants

OW to maintain present high that auditing procedures now in force
standards of accounting in the should be maintained.” I agree with
face of the growing loss of ac that statement. It is to the client’s
counting manpower? That is the crucial
interests, the public accountant’s in
question facing both business and public terests, and the general public’s inter
accountants today.
ests that these high standards of pro
The challenge presented by wartime fessional work be maintained.
With the national economy being
conditions was recognized recently by
the American Institute of Accountants geared for all-out war production, those
when its committee on auditing proce companies that are not taking an active
dure issued a joint report with the com part in producing war goods or services
mittee on practice procedure of the are finding that their businesses are
New York State Society of Certified being drastically curtailed. It is prob
Public Accountants. It said, in part, able that the auditing problem of these
“It is generally recognized that the businesses will be of diminishing im
present war emergency has created a portance. At the same time, those in
difficult situation for public account dustries who have transferred their
ants as for most other professions and operations to the production of war
business generally. It is the opinion of goods and services are finding that their
your committee, however, that during problems are increasingly acute.
this emergency the standards of profes
These companies that have been able
sional work should not be lowered and to change over need more from the pub
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lie accountant. Several questions arise. of internal control. The setting up of
Will the public accounting firms .be able this internal control should be dis
to maintain skilled staffs adequate to cussed and checked and worked out
cope with this situation? Will it be pos with the public accountants so that it
sible to make increasing use of the will contain the proper checks and bal
client’s staff in order to solve this prob ances in order to be effective. If the
lem? Frankly, I feel that a company internal control is effective it assists the
that has converted its facilities to the public accountant by enabling him to
production of war materiel is in a better curtail his checking of transactions
position to maintain and keep account which would otherwise be necessary.
ing personnel than the practitioner in This is concurred in by the Securities
public work. I realize that the practi and Exchange Commission, as in rule
tioner has the problem of necessity for 2-02 of Regulations S-X: “ In determin
an independent approach, but I am also ing the scope of the audit necessary,
convinced that clients’ staffs are not appropriate consideration should be
doing all the work that they could and given to the adequacy of the system of
should do to assist public accountants. internal check and control. Due weight
I have found public accountants fear may be given to an internal system of
ful of having the client’s staff do work audit regularly maintained by means of
and prepare material, afraid that this auditors employed on the registrant’s
might reflect on their independence as own staff. The accountant shall review
auditors. In discussing this matter of the accounting procedures followed by
independent approach with some public the person or persons whose statements
accountants, they have shown a re are certified and by appropriate meas
luctance to have the client do many ures shall satisfy himself that such ac
things that the client is better equipped counting procedures are in fact being
and better able to do. It is claimed by followed.” From this quotation we can
some accountants that in having in see that the client’s staff can help the
formation prepared for them by the public accountant by maintaining a
client’s staff they are liable to accept satisfactory internal-control system.
the information without sufficient in
Some contend that in this emergency
vestigation. It is my contention that period there will tend to be a break
the client’s staff should prepare every down of internal control within private
paper and schedule possible consistent industry. However, as I have mentioned
with the maintenance of the auditor’s before, we must consider the possibili
independence. I do not believe that the ties for private industry engaged in war
public accountant should accept just work to obtain deferments for experi
anything that is presented or prepared enced accountants. Because of this fac
by the client. It is his problem to weigh tor, I feel that there is less likelihood of
and judge all evidence as presented to a weakening of the internal controls
him. In this manner, I do not see where within the company than there is of a
the idea of independent approach is at weakening in the staffs of the outside
all jeopardized by the client’s perform practitioners. During this emergency
ing a great deal of the detail work com I think that more and more the outside
monly carried on by juniors on the prac practitioner will have to depend on
titioner’s staff. I should like to point the intelligent use of the client’s staff.
out ways in which the client can co
Where the business is large enough to
operate in maintaining the high stand justify the practice, and has branches,
ards of professional work and auditing the client can cooperate by having
procedures now in force.
internal and branch audits. These in
There should be a satisfactory system ternal and branch audits should con
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They can accompany the internal audi
tors and observe the actual count,
weight, or measurement of the inven
tory items. They can check with the
internal auditor the differences be
tween the physical count and the per
petual records and satisfy themselves
as to any differences that may develop.
Another thought on inventories is the
advisability of the client’s making the
necessary arrangements with the public
accountant that the physical inventory
be taken at the end of some month in
advance of the close of the fiscal or
calendar year. This will enable the pub
lic accountant to be present at the
time the physical inventory is taken in
order to observe the methods and to
make whatever tests he deems neces
sary to satisfy himself that the client
has taken a satisfactory inventory.
Form PD-25A is requiring private
industry to keep better information on
inventories. The public accountant is
bound to benefit by some of these gov
ernmental controls which are being
placed on private industry. Businesses
are being forced to discard some of
their haphazard methods of accounting
in order to have the necessary informa
tion required by the various govern
mental agencies. The result is that the
client’s staff is becoming more alert
and intelligent as to the type of in
formation that is required, and pro
cedures are being developed within the
companies themselves to obtain this
information as rapidly and accurately
as possible.
The wartime loss of personnel greatly
increases the need for written proce
dures. Accounting manuals containing
written procedures outlining in detail
the duties of the personnel save the
time of the public accountant. He
knows what duties should be performed
under the routines, and he can check up
readily to see that they are being car
ried out. Adherence to accounting pro
cedures are extremely difficult to con
trol where instructions are oral and
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form to the same standards as those of
the public accountant. Audit programs
should be prepared in cooperation with
the public accountants, and the work
ing papers — together with the audit
program showing the work performed
and with schedules and notes — should
be retained for review by the public
accountant. These working papers that
are retained by the internal auditor
showing the work that has been done
should expedite and supplement the
public accountant’s sampling and test
ing of details in establishing the effec
tiveness of internal control. Clients
maintaining internal and branch audit
staffs can carry out a program of con
firmation of receivables that would
supplement that of the outside auditor.
This can be accomplished by the in
ternal staff circularizing a certain
number of the accounts and the public
accountants conducting a test circular
ization of the remainder. Further, it
may be possible for the internal staff
to prepare circularization forms and do
all other work up to the point of mail
ing, at which time they can be turned
over to the public accountant to check
against the ledger balances and mail
out, and have the confirmations re
turned to him.
Also, there is opportunity for cooper
ation between the internal auditors and
the public accountant on physical in
ventories. Many concerns with ade
quate perpetual inventory records have
adopted the basis of a staggered physi
cal inventory count throughout the
year. This can be arranged so that the
inventory as a whole will be covered at
least twice in a year and some parts of
it more than that. As each section of
the physical count is completed during
the year it should be reconciled to the
perpetual-inventory records, and any
differences should be thoroughly in
vestigated and analyzed as to their
causes. During the year the client can
arrange with the public accountants to
participate in these physical checks.
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unrecorded. Also, if there is nothing in
writing to guide him the auditor must
go constantly to the staff to ask about
routines, and this wastes time.
It is my opinion that the accounting
staff of the client can assist the public
accountant in preparing analyses of
accounts, schedules, and certain recon
ciliations of bank balances. A list of
schedules prepared by our company for
the public accountant includes the fol
lowing: General-ledger trial balance,
trial balance of subsidiary ledgers,
copies of consolidated statements,
schedule of cash items in transit with
explanations thereof, lists of market
able securities, stock, notes, collateral,
etc., to be examined at the safety-de
posit box, schedule of transactions in
marketable securities during the year
and the accrued interest thereon, sum
mary of insurance coverage and un
expired premiums, list of advances to
employees, lists of additions to capital
assets, analysis of capital assets dis
posed of and transferred, summary of
capital assets and reserves for deprecia
tion and changes therein during the
year, list of actual manufacturing ex
penses for the year and distribution
thereof, schedule of burden-rate cal
culations, inventory-price-test sched
ules, determination of accrued property
and social-security taxes, lists of drafts
placed for collection not paid, analysis
of prepaid expenses, and analysis of
profit-and-loss accounts such as mis
cellaneous expenses, maintenance ac
counts, state taxes, bad debts, interest
income, officers salaries, traveling ex
penses. In addition to this, our ac
counting staff prepares the requests
to the banks for confirmation of bal
ances as well as the request letters to
life-insurance companies relative to
loans on insurance policies, and also
obtains certificates covering advances
to employees and equipment in pos
session of employees. It is important in
preparing these lists and schedules, on
which the sampling of the public ac

countant is based, to have all support
ing papers and documents attached
to these lists.
The work that is done by the client’s
staff in the preparation of necessity
certificates logically results in the keep
ing of plant records and the prepara
tion of schedules of plant additions.
While keeping these records up to date
the client’s staff can work on the sched
ules showing plant additions.
The client’s staff is more familiar
with the accounts and records and can
prepare these analyses of accounts
and schedules in less time, and it re
lieves the public accountant’s staff for
more important work of verifying,
analyzing, testing, and sampling.
Some people fear that the use of
members of the client’s staff for audit
ing purposes will tie them up from other
work and cause more confusion in the
office over a longer period of time than
if the outside practitioner were to do
all the work. However, it is my opinion
that the client’s staff can perform its
share of the auditing work to better
advantage if it can prepare the sched
ules ahead of time, at its convenience.
This is better than having the staff try
to carry on its regular work while being
repeatedly interrupted by the many
necessary questions asked by the audi
tors. If the client’s staff is given this
leeway to perform its part of the work
as it sees fit and at its convenience, I
think there can be no doubt that less
confusion will be created in the client’s
office.
Consideration should be given to ar
ranging with the public accountant
early in the year covered by the audit.
This can consist of discussing the ex
tent of the work to be done and arrang
ing for the examination of some items
at interim dates rather than waiting
until the end of the year. Such things
as the study and check of the internal
control, inventory examination, the
examination of insurance policies, the
abstracting of minutes, and the study
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of the cost system can all be carried out
during the year rather than waiting
until the end of the year.
In our company the accounting staff
has always prepared the schedules and
analyses for the various reports sub
mitted to the Securities and Exchange
Commission. This assists the public
accountant by relieving him of this
detail work, and gives him more time
for the verifying of the information
that is submitted.
Continual changes in accounting pro
cedure are being forced by the transition
from private industry to war work.
Consequently, one of the greatest serv
ices that the client’s staff can perform
is keeping abreast of these multitudi
nous developments. Changes in account
ing thinking and procedure are being
promulgated by government agencies
through regulations such as the “Prin
ciples for the Determination of Costs
under Government Contracts.” This
was issued under the auspices of the
War and Navy Departments for the
auditing by those agencies of govern
ment contracts. The client’s staff meets
these problems as they arise. It is,
therefore, in a good position to assist
the outside practitioner in his job of
auditing which follows at the close of
the year. With the increase in audits by
governmental agencies of the war con
tracts, it becomes necessary for the
client’s staff to prepare many special
schedules and reports for them. A
large proportion of these schedules can
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also be used by the public accountant.
The client should examine the ad
vantages of adopting a natural business
year. By doing this the client can assist
the public accountant in spreading his
auditing work and also overcome the
peak of calendar-year examinations.
The use of the client’s accounting staff
in assisting the public accountant has
definite advantages from the client’s
viewpoint. It is a means of bringing to
the employees’ attention the points of
weakness of the records from the public
accountant’s viewpoint. After preparing
the various schedules and analyses of
accounts contained in the auditor’s
papers, the accounting employees can
use this information for subsequent
preparation of exhibits accompanying
income-tax returns and other govern
ment reports. Cooperation of the
client’s accounting staff in speeding
up the audit expedites the issuance of
the financial reports to stockholders.
It is my viewpoint that the client’s
staff should do all these things men
tioned, and to assist the public account
ant in any way possible to maintain
present high standards of auditing work
during this war emergency. It is not my
intention to advocate the client’s staff
doing any work which as a matter of
good auditing standards and proce
dures should be done by the independ
ent auditor. But I do feel that much
work previously done by the independ
ent auditor can better be performed
by the client’s staff.

Use of Client’s Staff, from Practitioner’s
Viewpoint
calkins, Virginia
Member, American Institute of Accountants

By Frank s.

hether or not he makes use of

by the character and form of data pre
his client’s staff, the practi pared for his use by the client’s staff.
tioner’s objective is the accu The effects of the acceptance of a few
mulation of evidence upon which
he
schedules
to be checked by the account
may base an independent opinion.
ant may be insignificant; but the
The profession of public accountancy constant use of the client’s staff in the
rests upon a foundation of independence. conduct of the audit could have a
Without independence of thought and cumulative effect of subordinating the
action it could never have grown to its accountant’s independent viewpoint.
present stature. It remains to be seen
At the close of a calendar year, the
whether that foundation is susceptible public practitioner is beset from all
to attack by the termitic influence of sides with demands upon his time; he
emergencies which confront us today.
must complete his audits by annual
Independence is not a quality inher meeting dates and he must complete his
ent only in the leaders in the pro tax returns by March 15th. There is
fessional field; it must be possessed by little wonder, then, that he should seek
every member of the profession, from to utilize his client’s staff to a large ex
the novice to the most experienced prin tent, particularly in the preparation of
cipal. The maintenance of that inde schedules and analyses requiring a great
pendence is as important in the most deal of clerical work. The most satis
remote locality as it is in Chicago or factory audit from every standpoint,
New York City. Independence implies assuming that time and cost were negli
complete objectivity and lack of bias. gible factors, would be one in which all
Objectivity, in turn, implies the ability work would be performed by the prac
to reason on the basis of facts or evi titioner’s staff. The actual performance
dence separate and apart from other of this detail work affords the most
influences, which include the influences effective means of bringing the account
exerted by the various governmental ant into first-hand contact with the
agencies with which the accountant accounts and underlying evidence. Many
comes in contact. The potential danger of the smaller accounting firms often
to the independence of the profession attain this ideal, not because of a con
from these sources is much more dis scious effort to achieve independence,
turbing than that arising from stock but because of the limited personnel
ownership in one’s client. All of us are available to them in the client’s organi
exposed to the influence of govern zation. In the larger industrial and finan
mental bureaus, but few of us have at cial companies, some clerical assistance
tained that type of independence sug may usually be had, and internal audit
gested by the S.E.C. rule regarding ing staffs are often available to public
ownership of securities. A high degree of accountants serving these clients. Con
mental alertness is required of the practi sideration of the use of the client’s staff
tioner lest he fall into an easy accept cannot be dissociated from the survey
ance of ready formed opinions. There of internal control. The accountant
is also an ever present danger that his should include in his survey an analysis
opinions may be colored to some degree of the duties of the accounting and au
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diting personnel so that no one will be
assigned to assist in the audit of his own
work.
It is generally conceded that there
are certain auditing functions which
cannot be delegated to the client’s staff,
whether that staff be an internal audit
ing staff or the accounting and clerical
personnel. It is also true that many
tasks of a clerical nature may be per
formed by the client’s personnel without
jeopardizing the independence of the
public accountant’s approach. The prob
lem which confronts the accountant is
to draw the line of demarcation between
tasks of a strictly clerical nature and
those duties which entail the exercise of
judgment and professional skill. In
drawing that line, consideration may
well be given to the principles of “due
care,” “materiality,” and “relative
risk” as outlined by Samuel J. Broad
in his paper, “Auditing Standards,”
presented to the convention at Detroit
last year.
In verifying cash funds and recon
ciling and confirming bank balances,
the application of the principle of rela
tive risk would seem to prohibit the use
of the client’s staff. These verifications
are auditing functions which cannot be
delegated to others, and such clerical
work as may be involved is relatively
insignificant. Where cash funds at dis
tant points are verified by the client’s
staff, the accountant would not be
justified in making an unqualified state
ment that he had verified the cash bal
ances. However, by applying the prin
ciple of materiality where the funds are
relatively insignificant in amount, he
might with propriety give an opinion
as to the correctness of the financial
statement as a whole.
The preparation of a list or trial bal
ance of accounts receivable, being largely
copy work, may be regarded as a clerical
task and the accountant’s opinion could
hardly be colored by the use of such a
list provided he checked it with the ac
counts; but the aging of the receivables

requires a greater degree of skill and
judgment, and the results obtained may
have an important bearing on the ac
countant’s opinion as to the collectibil
ity of the accounts. The aging of ac
counts is a tedious task and this fact
may influence the viewpoint of those
who believe it to be one which could
safely be left to the client’s staff. This
position would be entirely sound pro
vided the results were meticulously
checked by the accountant. Where the
accounts are numerous, the account
ant’s check is often limited to tests, and
may tend to become a mere cursory re
view. The principle of materiality might
well be applied here. Where the accounts
are large in amount and relatively few
in number, an independent aging by the
accountant would be more satisfactory
than a check of the aging made by
others; but where the accounts are nu
merous and the amounts involved are
small, the aging may be done by the
client’s staff and the results checked by
the accountant. The preparation of re
quests for confirmation is a clerical task
which may be performed by the client’s
staff, but the comparison of these re
quests with the ledger balances, the con
trol and mailing of the confirmations
and the checking of reported discrep
ancies are auditing functions which
must be performed by the accountant.
Well meant offers of assistance in mail
ing requests for confirmation of balances
must be politely refused.
The preparation of lists of notes re
ceivable and investments as of the
balance-sheet date is a clerical task;
however, there is a weakness in the
approach to the audit of securities
through the medium of schedules pre
pared by the client’s staff in that the
analysis of changes in the note or in
vestment accounts during the period
under review may be overlooked. If the
lists are independently prepared, an an
alysis of the account must usually be
made in order to complete the schedule.
The principle of relative risk’should not
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be ignored. The actual inspection or sion of opinion as to the financial posi
verification of notes, collateral, and in tion of the client need not be affected.
vestments is an auditing function which However, at intervals of several years,
cannot be delegated to the client’s all inventories at , branches should be
staff.
independently observed and tested by
Methods of inventory verification the accountant. He should not rely on a
have undergone revolutionary changes count made by the dient’s staff year
in the past few years. Formerly, the after year. The verification of prices
accountant’s verification was usually and mechanical accuracy of the inven
limited to a review of the inventory tory must be made by the accountant
sheets and the checking of the me if his opinion is to be based on inde
chanical accuracy of the computations. pendent investigation; also, the com
Quantities were less frequently verified, parison of the inventories with the book
accountants having taken the position records and their reconcilement with
that such a verification would involve the controls are auditing functions, al
an opinion as to quality and condition though assistance may be given in ob
beyond their spheres of competence. taining explanations of differences which
There may also have been present a re may be developed.
The preparation of schedules of addi
luctance to take on added burdens at
the dose of the calendar year and per tions to fixed assets and the “pulling”
haps, in individual cases, some shrink of vouchers supporting additions is
ing from the physical discomforts at largely clerical work which may be per
tendant upon inventory taking in many formed by the client’s staff subject to re
lines of business. Care should be exer view by the accountant. The auditor’s
cised lest today these same factors in function is to determine whether the
duce the accountant to accept the as charges are proper and whether the ap
sistance of the client’s staff in verifying propriate classifications of revenue and
quantities without appropriate consid capital expenditures have been made.
eration of the effect on the independence There is a slight possibility that the
of his opinion. The accountant’s lack of auditor’s opinion might be influenced
technical knowledge of certain types of by the dient’s treatment of borderline
inventories makes it necessary for him cases, but that possibility would hardly
to rely on the client’s staff to some ex be made more certain by the prepara
tent for assistance in identifying the tion of a schedule by the dient’s staff.
various styles, sizes, grades, or other However, the preparation of a complete
classes of inventory items. Where he summary schedule of changes in fixed
cannot otherwise satisfy himself as to assets by the dient’s staff might tend to
the substantial accuracy of the inven create a laissez-faire attitude on the
tory classification, he should obtain the part of the accountant, and his per
services of an independent expert. If ception of the client’s policies regarding
test checks of quantities are to be made, sales, retirements, renewals, and re
they should be made by the accountant placements might be somewhat blunted.
or by his qualified representative. The preparation of summary schedules
Where inventories at brandies are taken of depredation by the client’s staff might
by the dient’s staff, the public account also have a tendency to color the ac
ant cannot properly include such inven countant’s viewpoint with respect to
tories in his computation of percentages depreciation rates and methods, and to
tested; his opinion as to the accuracy of dull his understanding of depredation
the inventories may be strengthened by policies. The most effective means of
such verifications and, if the amounts arriving at a thorough understanding of
involved are not material, the expres policies relative to fixed assets and de
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predation is to build up summaries di
rectly from the plant records.
At best, the computation of deferred
and accrued items and the preparation
of schedules and analyses are laborious
tasks which devolve on the dient’s
staff whenever possible. The very na
ture of these items is such that the
accountant may be inclined to accept
schedules as substantially correct with
out going into a tedious verification ex
cept, perhaps, in the case of bond dis
count and expense. The cumulative
effect of such a policy may be the even
tual submergence of the independent
viewpoint.
Analyses of expense and income ac
counts, particularly those in which the
entries are numerous, are often prepared
by the client’s staff and reviewed by the
accountant. These analyses are seldom
checked in detail because the accounts
are not reflected separately in the bal
ance-sheet, and the errors usually found
merely result in minor reclassification
between expense or income accounts.
The extent to which these analyses
should be checked depends largely on
the degree of internal control existing in
the client’s organization. However, spe
cial attention should be paid to those
accounts or items which are required to
be reported separately in reports to the
Securities and Exchange Commission.
In a period of large profits and high
taxes it is axiomatic that attention
must be focused on the expense and rev
enue accounts to a greater degree than
when conditions are reversed. There
fore, greater care must be exercised
by the public accountant with a cor
responding increase in the amount of
detail work which he must do.
As to other matters included in the
usual audit, such as minutes, contracts,
leases, etc., the accountant should make
his own digests in order that he may be
assured of obtaining data essential to
his audit. He may, however, have copies

made of such parts of these records or
documents as he may require, provided
he compares them with the original
documents.
The client’s staff can render the most
effective service to the practitioner in
keeping the books of account accurately,
neatly, and always up-to-date so that
no lost time will result from locating
errors, attempting to decipher poor
handwriting, and in waiting for the
books. The internal auditing staff,
where such a staff is maintained, can
verify or test detailed transactions and
audit many minor sources of income or
points of chargeability, and thus reduce
the volume of such work to be done by
the public accountant. For example, the
usual payroll audit made by public
accountants consumes more accounting
time than the results justify. The vol
ume of time cards and reports, payroll
checks, personnel records, and rate rec
ords in the average plant is too great to
permit more than a superficial verifica
tion, and the results are generally un
satisfactory. The client’s auditing staff
might undertake periodic payroll au
dits including personnel records, rate
changes, and time reports as well as
reconciliations of payroll bank accounts.
It is in such matters as these that the
internal auditing staff can be most effec
tive from the practitioner’s viewpoint.
However, it should be borne in mind
that the client’s auditing staff is not in
dependent. Every member of the staff
holds his job at the pleasure of the
management, and that fact limits the
extent to which reliance may be placed
in the internal audit as a partial sub
stitute for the independent audit.
While the public accountant should
make the fullest practicable use of the
client’s staff, he should have a clear
understanding of the limits within
which he may do so and the inherent
danger to the independence of his own
viewpoint.
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Accounting, Free Enterprise, and Government
BY LEWIS LILLY, CALIFORNIA
Member, American Institute of Accountants

profoundly, and the future of the pro
the time of another World fession largely rests upon the vision
War, the accounting profession shown and skill exercised in integrating
in this country was engaged in meeting
our professional capabilities as inde
the challenge to its then too little known pendent practitioners into the structure
capacities and abilities. The extent and that will be brought into being by
value of those services to the country world-wide political forces. The word
are measured best by the extraordinary “revolution” is not used in its bloody or
and comprehensive development of the insurrectionist sense as a revolt against
profession in the past twenty-five years. constituted authority, and thus synony
The membership no doubt will agree mous with barricades and bolshevism,
that any accounting situations or ad but rather to express “a drastic and
ministrative problems that may arise will major change in the ideas and institu
be met and handled in a manner that tions which constitute the framework of
will reflect only credit upon the profes human existence.”
Between 1932 and December 7, 1941,
sion. We have ample and convincing
new evidence that our practice experi we have had a mild revolution in this
ence has equipped us to measure up to country, and let us admit that the pro
any normal or even abnormal demands fession as a whole has sought to ignore
that call for special skills or ingenuity. its existence and latterly has imagined
We should take great pride and com that after this war a return to the old
fort in the knowledge that the general social system, with slight modifications,
degree of competence of the profession would be possible. This denies the funda
removes any fears that might have been mental fact that somehow and in some
entertained as to quality of performance. form a revolution respecting social and
Satisfied as we are that the profes economic trends beyond our control
sion will meet and surmount creditably achieves its ends, whether to our liking
its wartime problems, there is, in my or not.
Prior to the outbreak of the present
opinion, yet another group of problems
confronting the profession which tran war, the most striking evidence of that
scends in present importance and future “drastic and major change in ideas and
potentialities anything that we have institutions” was to be found in the
faced in our professional lifetimes. growth of the power of the federal gov
These problems should be identified ernment, which had been widened be
and their primary elements understood. yond earlier belief, and with the control
We are met in the early months of our over private enterprise increasing cor
country’s participation in a world war respondingly. Thus far the expression of
in its truest and most literal sense, and federal power has been only in the statu
it is imperative that we recognize as a tory direction of otherwise free enter
fact the inherently revolutionary trend prise, and the tempo of this trend accel
of this conflict and appreciate the erates day by day. In his anti-inflation
changes that are being and will be message to the Congress, the President
worked in our social and economic set forth his conception of the wartime
structure. These changes will affect us powers of the executive, and many
quarter of a century ago, at

A
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among us, including opposition Senators,
were aghast at the implication that
these powers included nullifying a
specific act of Congress by Executive
Power. Yet “the domain of Executive
Power in time of war’’ has been called
“the dark continent of our jurispru
dence, the boundaries of which are un
determined.”
The precedents are ample in our his
tory. Mr. Lincoln, in that four-year
period which Democratic administra
tions refer to as “the war between the
states,” but which those of us raised
here in the Middle West under the ex
egesis of the Grand Army of the Repub
lic early learned to call by a different
name, conceived of no limitations of his
powers as Commander-in-Chief in war
time. President Wilson armed American
ships in 1917 after the Congress had
refused to do so. Arthur Krock well has
said, “What shadow always rests on the
Constitution’s letter, on acts or non
acts of Congress and even on Supreme
Court decisions, when the United
States democracy, a structure based
largely on peace, enters armed conflict
and its Executive becomes the active
Commander-in-Chief. ’’
These wartime powers and acts can
change drastically the political, social,
and economic conditions under which
we have had our peacetime existence,
and it is not improbable that many of
the controls will be maintained in our
post-war structure, and by acts of
Congress. And, be under no illusions,
these controls will affect our clients and
ourselves.
We should recognize that the system
of free enterprise under which we have
had our personal and professional be
ings has been challenged seriously, here
and abroad, particularly since World
War I. The breakdown of laissez-faire
and political nationalism has given rise
to two foreign systems: one, based on
Marxian Socialism and called Com
munism, gained its impetus from the
Russian Revolution of 1917; and the

other, called Fascism or Nazism, took
root from the post-war revolutions in
Italy and Germany. The industrial and
military accomplishments of Germany
and Russia bear out that certain bene
fits accrue to states seeking power and
the furtherance of social ends from a
totalitarian regime. But beyond all this,
they have a faith in the things they are
fighting for, as evidenced by their fa
natical determination to win. But for
us, both systems are the antithesis of
free industry; both relegate individual
liberty and individual enterprise to
oblivion. Both are abhorrent to every
fibre of our being in their denial of the
individual; yet Britain and ourselves
are being forced to adopt many totali
tarian practices and to circumscribe the
rights of individuals in order to combat
these menaces to our very lives and our
liberties. Permanently we want none
of them, with their dictatorships and
forced regimentation. Lord Halifax has
summarized the compulsions that must
drive us on in these words, “We ac
knowledge that in the past we have
tolerated much of which we are now
ashamed. We are resolved never again
to lose that new sense of values which we
have won through this war. We shall
uphold these at whatever cost, so that
we may build a future in which they
shall raise and rule the lives of men.”
The greatest problem confronting the
United States is the preservation of the
democratic way and, as Julian Huxley
says, “democracy requires rethinking
in relation to the changing world.” In
this changing world the trend is toward
complexity as regards both the domes
tic and world-wide affairs of free enter
prise. The tendency is to subordinate
purely economic motives to non-eco
nomic or social motives, on the ground
that free enterprise in the democracies
has failed to satisfy human needs in
the greatest possible degree. It is es
sential then that free enterprise, which
we believe to be the most efficient and
proven instrument in the satisfaction of
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human needs, be regulated and con
trolled to produce these satisfactions.
It is our professional duty to aid this
regulation and to save a system in
which we have unlimited faith. Regula
tion presupposes a knowledge of facts
and there the profession has its oppor
tunity, which we should welcome rather
than deplore.
In a narrow professional sense the
greatest problem confronting the United
States is to ensure the survival of free
and competitive enterprise and it is
upon the prescience and wisdom of pri
vate industry and its advisors and
counselors that this depends. The issues
to be raised by our post-war needs can
not and must not be solved by a knock
down and drag-out fight between en
terprise and government. Free enter
prise must adapt itself to regulation if it
is to survive. Enterprise must not sur
render its position and thus confess
failure in its obligation to a changing
world but, on the other hand, it must
not present a hard and uncompromising
front that at heart is brittle. We should
recognize that government alone is com
petent to undertake the task of deter
mining what is socially and economi
cally desirable. Government is the only
agency available for the regulatory
functions incident to the increasing
complexities of enterprise. In making
those decisions, government should
seek the best and most impartial ad
vice, because even government can
make mistakes and fail to appreciate the
serious damage that may be dope in at
tempting to change social and economic
systems. The finest example of the ap
plication of impartial and informed ad
vice is found in the prompt acceptance
within the fortnight of the Baruch Com
mittee’s report. That report certainly
did not spare the Administration, high
or low; yet its prompt acceptance by
the President is an admirable example
of democracy in action. Let us admit
that a degree of socialization exists and
that it may not prove to be bad en
tirely if the transition can be gradual.

Enterprise must reconcile itself to a
reasonable degree of control and then
try to make it work, for enterprise
readily can see its own and govern
ment’s mistakes. If enterprise is willing
to work with government, it is to be
hoped that government now under
stands and recognizes that the practical
experience of enterprise is invaluable
and necessary. The rules are changing,
cooperation is essential but, lacking
cooperation, government will shove
enterprise aside, for enterprise has no
inalienable rights under the Constitu
tion that are not possessed equally by
any laborer. But the age of expansion
is not over and, while development may
be planned internationally and govern
ment doubtless will subject enterprise
to greater control, the pioneering in
stinct and judgment of enterprise will
be required for tasks that government
in its temerity can never undertake.
The position of the profession paral
lels that of enterprise. We are, or should
be, independent appraisers of the repre
sentations of business, and in that ca
pacity our years of priceless experience
should stand both enterprise and gov
ernment in good stead. Our opinions
should not be considered prima-facie
evidence (which smacks of ex parte
representation), but rather should be
conclusive by virtue of our independent
position. The whole salvation of the
profession rests in its independence.
Control to be successful must have as its
premise facts independently established
and opinions untrammeled either by
fear or prejudice.
This I feel is our fire position, and
here we must stand or, if inevitable,
fall. It is because I do not grant this
inevitability that I view with more than
casual alarm a growing tendency in
certain elements of the profession to
confess defeat and to register the feeling
that the independent existence of the
profession is drawing to a dose. Repre
sentative expressions such as this:
“If the profession is nonessential in
war, will it be regarded as essential in
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reconstruction? I doubt it. Would any
public-spirited citizen wish to add to the
ranks of the unemployed by discharging
thirty or forty thousand government
auditors who will have served their
country so well in time of war? It is en
tirely too logical to suggest that a cen
tral government auditing agency be
maintained to do the checking for all
the others.”
Or this:

“Frankly, I do not believe that this
trend toward government control is
likely to change, and I am afraid that
both you and I and our contempo
raries will go to our graves seeing our
profession completely under the con
trol of the government, along with en
gineering, medicine, dentistry, etc., but
not including the lawyers who, for some
reason or other, through the legerde
main of legislation, always seem to be
alert and smart enough to protect their
own interests.”
This state of mind can bring about
our professional downfall or relegation
to the ranks of government employees.
On the contrary, however, it is my
belief that the profession is worth sav
ing, and that we will do our utmost as
independent practitioners to cooperate
both with enterprise and government
in this transition period, and if we do it
wisely I can see a broader and brighter
future for the profession. The profession
should recognize that by our signal con
tributions to the war effort, both in the
uniformed services and out, we are es
tablishing that men of capabilities must
not, indeed cannot, be jettisoned. We
have proved our willingness and capac
ity to coöperate with government, and
therein lies our strength and our future,
if we have the requisite courage and
wisdom to assert and maintain our pro
fessional independence.
We may regret, innately, the growing
power of government, but I do not be
lieve that we can do other than admit
that certain governmental activities,
manifesting themselves through control,
have benefited our procedures and our
practices; and I am of the firm belief

that in the regulatory legislation that
has grown out of S.E.C. and will grow
out of O.P.A. and other similar bodies,
we can have our place if we bestir our
selves and make it. Power will occasion
less alarm, if by the combined efforts
of enterprise and ourselves, control can
be made to work in the American way.
I submit that this is preferable to its
European and totalitarian alternative.
As a profession we have established
our independence and our objectivity in
the face of facts, and we must fight in
telligently and diligently to preserve
them. And in this fight the average
member has a right to expect guidance,
coupled with wisdom, from his state
and national organizations. To main
tain a healthy profession, our national
and state organizations must watch the
social and economic evolution and re
view the part we must play in it. It is
essential that we keep ahead of current
thought and legislation, that we may
recognize new situations, and be ready
to meet them. Our national and state
organizations must supply leadership
in our governmental relations, and this
leadership must be unselfish and objec
tive, and be shaped to protect the pro
fession and society as a whole and not
particular organizations or groups.
This war that we will win and the
freedoms we expect to enjoy after it call
for tough governmental action and a
tough people to take it, for if our Ameri
can system is not sturdy and flexible
enough to meet this supreme test, vic
tory may not be worth the price we
pay for it.
I believe that this test will be met by
the profession, and that in meeting it
we will abandon our purblind and nar
row prejudices and give our unques
tioned abilities an opportunity to prove
themselves as much of an asset to
human society as we feel them to be.
For the profession, I suggest that we
follow the advice of that eminent
Elder Brother of Trinity House to the
British people in that dreadful summer
of 1940—be “grim and gay.”
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By Kris A. Mapp, f. c. A., Toronto
President of the Dominion Association of Chartered Accountants
N September 10, 1939, Canada to the local unemployment office and
declared war, and for the second before the person can seek employment
time in a generation the sound elsewhere, he or she must secure a permit
of marching German feet echoed from
its an employment office. Thus the
government is enabled to direct labor in
challenge to liberty.
In speaking of Canada, I should re to its most useful channels and the time
mind you that while it is a very large is fast approaching when manpower
country, its population is relatively and womanpower will have to be ra
small—slightly over eleven million peo tioned just as carefully as rubber or gaso
ple, and we are now confronted with an line and other essential commodities.
A word regarding the fighting serv
acute shortage of manpower.
More than half a million men wear ices. At the beginning of the war, we
the uniforms of the three fighting serv had six destroyers and a similar number
ices—the Navy, Army, and Air Force— of smaller vessels, and on the permanent
and they are carrying on in various parts strength of the Navy there were less
than 1,800 men. The latest figures are
of the globe.
On the farms there are approximately more than 400 ships and more than
1¼ million workers and their work is 40,000 men. The Navy has been built
very vital, for the Allied Nations can on a definite pattern and its major task
has been the providing of escorts for
not feed themselves.
More than 900,000 persons are di Atlantic shipping. Its activities have
rectly employed in war work and this been attended with a good measure of
number is growing steadily. Another success, but the successes have not been
300,000 persons are employed in essen gained without loss, for more than 800
tial utilities and mining and, finally, it gallant officers and ratings have been
is estimated, there are 2,000,000 persons killed on active service and several
employed in civilian industries. It is destroyers and corvettes have been
from this group that people will have to sunk in enemy action. I think it can
be drafted to meet the requirements of truly be said that the new strength of
the armed services and war industries. the Canadian Navy has become a valu
This will necessitate the transferring able addition to the two great navies
of employees from less essential work of the United States and Britain.
From a small nucleus of 4,500 men
and the shutting down of less essential
industries, and the government has in the Army when we entered the war,
the necessary authority to carry this the strength now numbers more than
350,000 men, many of whom are now
out.
Under the National Selective Service training in Britain. The first contingent
program no longer can an employee— arrived in Britain on December 17,
male or female—pick up and leave his 1939, and since then there has been a
job just because he does not like it. He steady flow of reinforcements. These
has to give notice in writing to his em men can by no stretch of the imagina
ployer seven days before he intends to tion be called professional soldiers—
end his employment and the employer they have been drawn from all walks
must conform to the same requirement. of life—but they are being toughened
A copy of the notice must be forwarded by the most rigid training and receiving
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the most modern weapons the Allies
can build in preparation for the offen
sive of the United Nations on German
soil.
Perhaps one of Canada’s greatest
achievements in the war has been the
creation of the British Commonwealth
Air Training Plan, a veritable training
factory, with nearly 100 schools turning
out many thousands of airmen every
year. From a beginning of fewer than
5,000 officers and men, there has been
created an air force with a strength of
more than 120,000, and thousands of
the graduates of the Plan are now flying
every type of aircraft on every battle
field. Fighter squadrons, coastal-com
mand squadrons, and bomber squad
rons are taking a deadly toll of the
enemy over Britain, Europe, and Libya,
guarding the shipping lanes, and stead
ily pounding targets in Germany. Many
young men from the United States have
gone to Canada to enlist in the Royal
Canadian Air Force, and Britain and
Canada will ever be grateful for the
part this “very cream of American
youth ” is playing in this deadly struggle
by fighting side by side with our boys
as pilots, observers, navigators, and
aerial gunners.
The history of Canada’s war industry
is also an interesting one. From a small
beginning, orders for munitions of war
have now been given for more than five
billion dollars, and there are now being
turned out in substantial quantities
aircraft, tanks, field guns, antiaircraft
guns, naval guns, shells, rifles, mecha
nized transport, and many other military
devices; and we are also building the
ships to carry this equipment to the
scenes of actual warfare.
Now Canada could not have accom
plished all these things without the
active cooperation of the United States,
and so in the matters of defense, eco
nomics, and war production the two
countries are coordinating their efforts.
Several joint committees have been
set up—as illustrations,

The Joint War Production Committee,
The Canada-United States Defense
Board,
The Joint Materials Coordinating Com
mittee,

and so we as partners are being drawn
closer and closer together in the fight
against a common foe.
As in all countries, life for Canadians
has undergone far-reaching changes,
and today we are faced with a steadily
tightening ring of restrictions on where
we may work, how much we can earn,
what we can eat, where we can travel,
what we can buy, and upon every
other phase of living.
Wages have been stabilized and no
increase or decrease in basic wage rates
can be made by an employer unless
authorized by the government. Mana
gerial, executive, and other salaries for
those above the rank of foreman have
been similarly dealt with.
In order to combat inflation, and
having in mind the hardship it caused
in the first World War, the government
formed a Wartime Prices and Trade
Board at the beginning of this war.
As prices commenced to increase, the
Board took action in a number of cases,
particularly with regard to clothing and
rents, but in November, 1941, there was
ample evidence that the cycle of infla
tion was on its way and at that point
the government started its all-out fight.
Prices were frozen at December 1,1941.
After that date, no prices were to exceed
the highest price paid for goods and
services in the period between Septem
ber 15th and October 11th. The estab
lishment of a ceiling on prices naturally
created hardships for merchants, but
the burden is being distributed amongst
the retailer, the wholesaler, and the
manufacturer.
Shortages in many materials have
become very acute. Tea, coffee, and
sugar have been rationed and the civil
ian use of gasoline is severely restricted.
The indications are that other com
modities will be rationed in the near
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future, but these sacrifices are nothing
compared with the sacrifices our sol
diers, sailors, and airmen will be called
upon to make before this war is won.
From a financial viewpoint, war is a
very expensive business. This year it
will take at least $3,200,000,000, or $278
for every man, woman, and child in
Canada. For all purposes, the govern
ment will need $3,900,000,000 and it is
expected that with the new taxes the
government will raise $2,050,000,000,
which represents 53 per cent of the total
expenditures for the year. The balance
must be met by the government bor
rowing from individual Canadians—by
war loans, war saving certificates, and
war saving stamps.
Since the beginning of the war, there
have been several heavy increases in
income-tax rates, and today we are
paying on a basis which would have
been considered quite impossible a few
years ago. As an indication—

Married persons, without dependents
Tax
Balance
Income
$ 2,000
$ 1,569
$ 431
884
2,116
3,000
3,122
5,000
1,878
10,000
5,238
4,762
8,721
20,000
11,279
16,187
33,813
50,000
For corporations, there is the income
tax and the excess-profits tax, and the
combination of these two taxes means
a minimum tax of 40 per cent on profits
and running as high as 100 per cent on
excess profits, which are those profits
in excess of the pre-war standard for
the years 1936 to 1939. The effect of

these taxes is that no corporation can
retain more than 70 per cent of its pre
war standard. That is to say, if a cor
poration’s pre-war standard of profits
was a million dollars and in the present
taxation year it earned two million
dollars, it would be allowed to retain
only $700,000, and the balance of
$1,300,000 must be paid to the govern
ment.
Thus, gentlemen, a short story of
what Canada is attempting to do in
this titanic struggle; but in the light of
what remains to be done, it must be
bettered. Before victory is in sight, we
will all have to work harder and make
more sacrifices. May God give us the
strength, the courage, the fortitude to
bear these burdens and make these
sacrifices in order that for the enslaved
peoples of Europe, the valiant people
of Russia, the heroic people of Britain,
the tortured people of China, for our
selves, our children and children’s chil
dren, this world may be made a better
and happier place to live in.
And I think I could conclude my few
remarks in no better way than to quote
you a few words from that beautiful
motion picture, “Mrs. Miniver.”
“This is not only a war of soldiers in
uniform, it is a war of the people—of all
the people—and it must be fought, not
only on the battlefield, but in the cities
and in the villages, in the factories and
on the farms, in the home and in the
heart of every man, woman, and child
who loves freedom! This is the people’s
war! It is our war! We are the fighters!
Fight it, then! Fight it with all that is
in us! And may God defend the right.”
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